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A. 

DIRECT TESTIiMONY OF BARBARA IVI. COMEZ 
ON BEHALF OF AFUZONA PUBLIC SERVICE COMPANY 

(Docket No. E-0 1345A-02-0707) 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Barbara M. Gomez. My business address is 400 North Fifth Street, 

Phoenix, Arizona, 85072. I am Treasurer for Arizona Public Service Company 

(“APS” or “Company”). I am also Treasurer of Pinnacle West Capital 

Corporation (“PWCC”) and Pinnacle West Energy Corporation (“PWEC”). 

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

My resume is attached as Appendix A to my testimony. 

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS 
FINANCING PROCEEDING? 

There are several. First, 1 will explain to the Commission the plan for permanent 

financing of the new generation constructed or being constructed by PWEC that 

was in effect prior to the entry of Decision No. 65154 (September 10, 2002). 

Second, I discuss the significantly negative impact of Decision No. 65154 on 

that permanent financing plan. Third, I will describe the Company’s proposal to 

partially recover from this particular aspect of Decision No. 65154 through an 

inter-company loan, a corporate guarantee, or a combination of both. Finally, I 

analyze the impact of Company’s financing proposals on APS. When taken 

together, my testimony will establish that the APS proposals are, in the words of 

A.R.S. 4 40-301 (C): “for lawful purposes which are within the corporate 
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powers of the applicant CAPS], are compatible with the public interest, with 

sound financial practices, and with the proper performance by the applicant 

[APS] of service as a public service corporation and will not impair its ability to 
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Q. 
A. 

perform that service.” 

WILL APS PRESENT ANOTHER WITNESS ON DIRECT IN THIS 
PROCEEDING? 

Yes. Mr. Arthur H. Tildesley, a Managing Director of Salornon Smith Barney 

(“SSB”), was retained by the Company to examine generation financing options 

in light of the Commission’s Special Open Meeting on August 27, 2002, which 

Meeting resulted in the issuance of Decision No. 65154. Mr. Tildesly 

independently evaluated some of the same issues as I did, along with other 

financial experts for the Company. His conclusions provide independent 

confirmation of my own, 

SUMMARY 

WOULD YOU PLEASE SUNIR’IARIZE YOUR DIRECT TESTIMONY? 

PWEC was the creation of the Commission’s Electric Competition Rules and 

the 1999 APS Settlement Agreement (“1999 Settlement”). Without the p romix  

of receiving APS’ existing generation portfolio, PWEC would never have been 

formed and could not be sustained as an investment-grade business fully capable 

of competing over the long run with the much larger competitors in the 

unregulated generation business such as Duke, PG&E, and Reliant, for example. 

It certainly would not have foregone the opportunity to sell electricity forward 

into the California market in 2000 and 2001, I personally helped negotiate 

PWEC’s credit rating--a rating that was contingent upon receiving the APS 

generation as promised by the 1999 Settlement. 
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Until the APS generation could be transferred to PWEC, it was necessary both 

that PWEC undertake new generation construction to serve APS load growth 

after 1999 and that such construction be financed in the interim. Because APS 

was presumably going out of the generation business pursuant to the 1999 

Settlement and the Electric Competition Rules, the logical candidate for 

supporting this interim financing was PWCC. Again, I was personally involved 

in that effort, which was only successful because PWCC could show the rating 

agencies the Cornmission order approving the 1999 Settlement, thus assuring 

them that this would only be an interim arrangement until divestiture could be 

completed by year-end 2002. 

Decision No. 65 I54 made implementation of the original financing plan 

impossible. Not only was the investment-grade rating upon which PWEC’s 

plans had been premised now gone, other options such as project financing that 

had previously been rejected as uneconomic became wholly unavailable to 

PWEC. Attempting to permanently finance PWEC’s Arizona generation through 

PWCG risked almost certain credit downgrades by the credit rating agencies. 

Such downgrades are expensive in the best of times, and these are among the 

worst of times for financing electric generation. The financial community, 

including ratings agencies, was aware of the many benefits conferred on APS 

customers as a result of the 1999 Settlement, and were thus surprised that certain 

of its other terms, most specifically divestiture, were not going to be honored by 

the Commission. These agencies, as well as investment analysts, were looking 

to the Company for a reasonable proposal that APS could present to this 

Commission and to this Cornmission for action to begin rectifying the situation 

caused by Decision No. 65 154 The Recovery Plan is just such a proposal. 
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APS has significant unutilized financing capability. It would be both possible 

and reasonable for APS to lend sufficient amounts to either PWEC or PW‘CC to 

partially refinance the bridge financing provided to PWEC by PWCC. 

Alternatively, a guarantee by APS of PWEC debt was likewise feasible. At the 

same time, APS would itself benefit considerably from the “good will” that 

would be created in the financial community by any solution that would address 

at least partially the damage done by Decision No. 65154. Moreover, the 

continued existence long-term of PWEC in Arizona as a strong and viable 

competitor could contribute significantly to price discipline in the Arizona 

wholesale electric market, another obvious benefit to APS and its customers. 1 

further insisted that APS be directly compensated by its affiliates for every dime 

of cost incurred in this financing proposal, which I refer to as the “Recovery 

Plan” in my testimony. 

\ 

In addition, f also had to assure APS and PWCC management-most especially 

myself-that each of these programs, or any combination thereof that went into 

formulating the Recovery Plan, would not hurt the Company’s financial 

condition even in the event of a complete PWEC or PWCC default. I therefore 

proceeded to calculate the relevant financial and coverage ratios. I consulted 

with experts within the Company and outside experts such as Mr. Tildesley. We 

also spoke with our contacts in the investment community about the feasibility 

of the Recovery Plan. Only after I was completely satisfied that these proposals 

were safe for APS from a financial point of view did I support the filing of this 

Application. 
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Electric Competition Rules. APS had opposed from the beginning a 

Commission Staff proposal to require divestiture of the Company’s generation 

modified to allow divestiture to an affiliate of APS, we began to take that 
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In conclusion, the APS Application is a fair and practical-if only partial- 

solution to a serious problem that APS neither anticipated nor created. Indeed, 

this Application would never have been necessary had the 1999 Settlement been 

upheld as agreed to or had APS not been prohibited from constructing the 

PWEC Arizona generation by the terms of its Commission-imposed Code of 

Conduct. 

Granting the relief requested still leaves APS, PWCC and PWEC worse off than 

they were before Decision No. 65154. But there would at least be in place a 

viable Recovery Plan for proceeding forward with the permanent financing of 

PWEC’s Arizona generation, one that would permit PWEC to continue as a 

viable force for long-nin price moderation in the Arizona competitive generation 

market (itself a clear benefit to APS), It does so at what my analysis shows is 

negligible risk to APS. In contrast, the risk of harm to APS from the 

Commission’s doing nothing i s  far from negligible and is likely to have both 

short and long-term negative implications for APS and its customers, 

III. 

Q. 

FINANCING OPTIONS PRIOR TO DECISION NO, 65 154 

WHY WAS PWEC CREATED AND WHAT WERE THE ESSEN’TIAL 
FINANCIAL ASSUMPTIONS THAT SUPPORTED BOTH ITS 
CREATlON AND SUBSEQUENT ACTIVITIES? 

I was not responsible for PWEC’s creation, but as an officer of the Company, I A. 

necessarily was aware of the requirement to divest APS generation under the 

Electric Competition Rules. APS had opposed from the beginning a 

Commission Staff proposal to require divestiture of the Company’s generation 

to out-of-state merchant entities. When the Electric Competition Rules were 
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proposal seriously, APS realized, however, that any such APS affiliate would be 

a relatively small player in the unregulated generation market when compared to 

the generation affiliates of utilities such as PG&E, SDG&E, and Reliant, for 

example, and also as compared to massive IPPs such as Calpine and Dynegy. 

PWEC would have no national presence and little name recognition in the 

financial markets except as an affiliate of a single-state regulated utility. If new 

generation was to be constructed by PWEC on a competitive basis, it would 

need to present the financial market with solid credit credentials of its own. The 

Electric Competition Rules seemingly provided the basis for obtaining such 

credit credentials, what with their required divestiture of APS generation-a 

requirement that could be met by divestiture to an affiliate. This was reinforced 

by the Commission’s approval of the 1999 Settlement, which specifically 

granted all approvals necessary for divestiture and further found that divestiture 

was in the public interest. Although the Electric Competition Rules could be and 

had been modified from time to time, the Commission had, to my knowledge, 

never previously modified a settlement once such settlement had been approved. 

Q. WHAT HAPPENED NEXT? 

A. There was now a specific business plan that could be taken to Wall Street--a 

plan premised on divestiture. By the Spring of 2001, PWEC had secured 

investment grade ratings from all the major rating agencies contingent on asset 

divestiture from APS. See Schedule BMG- I 

Q. DID THESE AGENCIES ALSO ANTICIPATE A TRANSITION PPA 
BETWEEN PWEC AND APS? 

A. Yes. Transition buyback arrangements were common in divestiture situations, 

and APS would be transferring an impressive portfolio of diverse generation to 
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A. 

PWEC. Certainly I, and I would presume others, anticipated that the ACC would 

wish APS to have continued access to that portfolio at established prices until 

the wholesale competitive market in Arizona had proven itself reliable and 

stable. In fact, the rating agencies assumed that there would first be a short 

transition full-requirements PPA for 2001 and 2002 that would be phased-out in 

2003 and 2004 as APS acquired more of its generation requirements from the 

market, with the corresponding freeing-up of PWEC’s newly acquired APS 

generation to sell into that market. If, on the other hand, ratings agencies had 

been assured that PWEC would be free to market the low cost power received 

from the base-load APS assets to the highest bidder in the competitive market, it 

may have appeared to them more advantageous to PWEC, given then projected 

market prices, than did their alternative assumption of a short-duration PPA. 

DID PWEC BEGIN CONSTRUCTION OF NEW GENERATION PRIOR 
TO THE ANTICIPATED DATE OF DIVESTITUFE UNDER TERMS 
OF THE 1999 SETTLEMENT? IF YES, COULD YOU PLEASE 
EXPLAIN WHY? 
Yes. APS forecasts showed a need for additional generation in the Valley. 

Thus, work on West Phoenix CC-4 began in June of 2000. West Phoenix CC-5 

was also planned as yet additional in-Valley generation, with construction 

beginning in September of 2001. At this time, Western markets appeared quite 

volatile, and the Company’s system planners believed that the ;‘build or buy” 

decision strongly favored the build option, This was the genesis of Kedhawk, 

initially referred to in Company planning documents as “Hedgehog.” Again , 

APS could not engage in competitive electric service activities even prior to 

year end 2002 under the terms of its Cornmission-imposed Code of Conduct, so 

constructing these units at APS using APS credit, and then transferring them to 

PWEC at the end of 2002, was not a practical option. 

- 7 -  



1 

4 

5 

6 

7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

22 

23 

24 

25 

26 

%’HERE DID PWEC GET THE NECESSARY FINANCING FOR THIS 
CONSTRUCTION? 

PWCC had an investment grade rating, and although lenders and ratings 

agencies were not indifferent to the fact that none of the APS or PWEC 

generation would be owned by PWCC, they understood that this would be only 

a temporary situation. PWCC began borrowing funds in February of 2001 and 

by July 1st of this year had incurred some $635 million in bridge debt for PWEC 

construction. By next summer, when all of PWEC’s presently underway Arizona 

construction will be complete, this will increase to approximately $765 million, 

including bank and privately-held debt. Virtually all this debt will mature by 

February 2004, with the bulk of it in mid-2003. 

DID YOU CONSIDER OTHER OPTIONS TO THE BRIDGE 
FINANCING? 

As I discussed earlier, using APS financing was not necessary at that time given 

the promised divestiture in the 1999 Settlement. Long-term financing at the 

PWCC level also appeared unnecessary for the same reason, and I doubt i t  

would have been a practical solution. Such financing would have had to have 

been fiilly assignable to PWEC once PWEC received the APS generation, a 

right for which lenders would have demanded a premium. Also, the lack at 

PWCC of tangible, revenue-producing generation assets would have been a 

greater problem to lenders and ratings agencies if the debt had been for 10 to 20 

years rather than one to three years. Project financing may have been available 

to PWEC at that time, especially if PWEC had a firm contract in hand for the 

sale of its output, but such financing would have been more expensive than 

waiting until the end of 2002 and then using PWEC’s investment grade rating to 

secure non-project financing, Moreover, PWCC had already rejected the idea of 



selling these plants’ future output forward into the California market, believing v 

them necessary to serve APS customers. It would also have violated the 

fundamental business premise upon which PWEC had embarked into 

construction of unregulated generation-that it would receive the Company’s 

existing generation as promised under the 1999 APS Settlement and leverage 

that portfolio into the credit quality PWEC would need to be fully competitive 

over the long haul. 

IV. IMPACT OF DECISION NO. 65 154 

Q. 

A. 

HOW DID DECISION NO. 65154 IMPACT THE PREVIOUS 
FINANCING PLAN YOU HAVE DISCUSSED? 

PWEC’s investment grade rating and the possibility of obtaining one were 

obviously gone. Without the APS assets, the present market prices for power 

simply won’t support an investment grad6 rating for new gas-fired generation 

owners. Thus, even if PWEC were to win in the competitive procurement 

process all or most of the APS load not met from retained APS generation, i t  

would not resolve the problem. Moreover, the credit market has become so tight 

that project financing is pretty much unavailable at any price. Thus, rather than 

having PWEC’s contingent debt ratings be revised downward to non-investment 

grade status, which may have impacted its future financing potential, or 

continuing to pay these agencies for what was now an essentially worthless 

rating, I was forced to ask these agencies to simply withdraw their previous 

ratings of PWEC. 

Q. WHY NOT JUST KEEP ROLLING THE DEBT OVER AT PWCC? 

A. As I discussed previously, the ratings agencies and the lenders were never 

particularly comfortable over the separation of the assets from the debt. even 
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during the better market conditions of 2001 and early 2002. With the greater 

scrutiny being shown to all credit parameters in the energy industry, and most 

especially in the unregulated part of the energy industry, PWCC can not 

continue to carry this much debt without a high risk of downgrading. Even 

before the additional Bridge Debt that PWCC will incur between now and next 

summer, the amount of debt at PWCC was well above that which would support 

its present credit rating. The relationship between overall consolidated enterprise 

leverage and the debt held at the holding company level is discussed in several 

articles published by Moody’s Investors Service. In Notching for  Differences in 

Priority of Clninzs and Integrntion of the Preferred Stock Rnling Scale, Moody’s 

Investors Service (November 20QO), Moody’s states: 

Holding company debt is generally structurally subordinate 
to all debt and preferred stock of the princi a1 operating 

or below the lowest rated instrument of the principal 
operating company. 

company. Holding company debt will general P y be rated at 

In another article published that same year, Moody’s added: 

Not only is the amount of debt important, but ais0 its location 
within the corporate structure. Most of the increase in debt 
has been at the parent level. . . . The increase in debt at the 
arent is reflected in ratings in two ways. First, the spread 

getween the parent rating and the operating company 
unsecured ratin has widened in many cases beyond the one 

forward. Second, since the utility or operating company 
dividends are so critical to parent debt service, impairment of 
the operating companies’ financial flexibility will likely be 
reflected in its own rating. 

notch describe 8 above, and may widen for others going 

Creeping Leverage: Growth in Electric Holding Company Debt, Moody’s 

Investors Service (April 2000). PWCC itself also has no way of collateralizing 

these loans or otherwise generating any additional credit support by its own 

means within the relevant time period of between now and next summer. I 

belieye Mr. Tildesky’s independent analysis, although relying somewhat 
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Q* 

A. 

different and independently obtained market data, strongly supports my 

conclusions and concerns. 

WHAT WOULD BE THE IMPACT OF SUCH A DOWNGRADE IN 
PWCC CREDIT? 

Focusing just on PWCC, that would first depend on how much of a downgrade 

PWCC experienced. If only a single notch, PWCC would fall to the lowest 

investment grade rating. Although the spread between middle and low 

BBB-rated energy companies fluctuates over time, our analysis of interest rates 

using current Bloomberg shows that the spread is approximately 150 basis 

points. If PWCC slips two notches, the cost could be much higher-perhaps as 

much as 300 basis points. See Schedule BMG-2, This higher interest cost 

translates into between $1.5 million and $3 million per year per $100 million of 

debt. I would also add that a two-notch drop in PWCC’s long-term debt rating 

would reduce it to non-investment grade, which restricts access to public credit 

markets on any terms, especially under today’s circumstances. And PWCC 

would also lose access to the commercial paper market resulting in yet 

additional financing costs. This is because even a low BBB rating on long-term 

debt will not support a P-2 (Moody’s) or A-2 (Standard & Poor’s) commercial 

paper rating, the lowest rating that has any current market acceptance. 

The above analysis focuses solely on financing costs. A down-rating of PWCC 

debt would also lead to higher operating costs. As a lesser-rated entity, the 

marketing and trading division of PWCC would be foreclosed from some 

transactions and subject to higher collateral and other credit support 

requirements as to other transactions. We have not estimated the total operating 

impact of a downgrade to PWCC credit, but i t  could be substantial. 
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Q* 
A. 

COULD THERE BE NEGATIVE IMPACTS TO APS? 

Yes, Aside from the long-term impact on PWEG’s competitiveness and 

therefore its ability to contribute to market discipline, which I discuss later, 

some ratings agencies such as Standard & Poor’s (“S&P”) already look to the 

entire enterprise when establishing credit ratings for individual companies 

within that enterprise such as APS. Even those who purport to analyze affiliates 

on a stand-alone basis, such as Moody’s, are not immune to this total enterprise 

approach. For example, Moody’s recently downgraded AES because of its 

to realized and potential trading losses. But Moody’s also downgraded 

AES’ three operating utility subsidiaries (West Penn Power, Potomac Edison 

and Monongahela Power) to non-investment grade status. Thus, any decline in 

PWCC creditworthiness would be reflected in S&P’s evaluation of ‘4PS. Just as 

important, ratings agencies are expecting this Commission to do something to 

rectify the problem created by Decision No. 65 154. The very day that Decision 

No. 65 154 was issued, Moody’s issued a report indicating that they assumed that 

the PWCC bridge financing would be ‘irefinanced at an operating subsidiary in 

the intermediate term.” And by “operating subsidiary,” I can assure you they 

were talking about APS and not APS Energy Services or SiinCor Development. 

Other rating agencies have made similar unsolicited statements to me. If such 

positive Commission action is forthcoming, I believe it would be a very 

significant phis for both APS and PWCC. On the other hand, Cornmission 

failure to take steps to solve this problem when it could do so with minimal 

impact on APS would likely be very negatively received. And lenders and 

rating agencies do not usually suffer the receipt of negative news in silence. 

They would extract a penalty from the Company and PWCC in the form of 

higher capital costs. Therefore, the proposed Recovery Plan, which is 



specifically addressed in the next section of my testimony, is very much 

compatible with the Company’s provision of service as a public service 

corporation in this state. 

V. THE RECOVERY PLAN 

Q. GIVEN THE PRESENT MARKET AND THE FINANCIAL 
CIRCUMSTANCES OF APS AND ITS AFFILIATES, PWCC AND 
PWEC, WHAT PLAN HAS APS PROPOSED TO ADDRESS THIS 
FINANCING PROBLEM? 

APS has come up with two alternatives, the Recapitalization Debt and the 

corporate guarantee of PWEC debt. Each of these alternatives meets the 

following criteria: (1) they address the problem; (2) they do not harm and indeed 

A. 

benefit APS; and (3) they do not further injure PWCC shareholders 

Under the Recapitalization Debt proposal, APS would borrow fimds in the 

public capital market and lend them to PWEC. PWEC would pass these 

proceeds to PWCC to pay off a significant portion of the Bridge Debt. PWEC 

would issue a note to APS securing the repayment by PWEC to APS of all 

financing costs, including repayment of all principal and interest on the APS 

financing. The new APS debt would not be secured by APS assets (contrary to 

certain news accounts) unless secured debt was all APS could reasonably issue 

at the time. In that extremely unlikely circumstance, APS would then require 

that the PWEC repayment note also be secured by PWEC’s property. The 

Company is also proposing that the new debt not be counted against the current 

debt ceiling established for APS in Decision No. ,55017 (May 6, 1986) for the 

reasons set forth in the Application and which I will explain in more detail later 

in my testimony. 
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Q* 
A. 

Alternatively, APS could guarantee PWEG’s issuance of its own debt. PWEC 

would then flow the proceeds up to PWCC as with the loan scenario. APS’s 

guarantee would be limited to PWEC debt having a weighted average life of no 

more than 10 years. In general this reflects the shorter debt maturity likely 

available to non-regulated entities such as PWEC even though the debt would be 

guaranteed. However, using a weighted average life of 10 years leaves open the 

possibility of obtaining at least some lease financing for PWEC, which would 

bring with it a maturity longer than 10 years. Under our proposal, any APS 

guarantees longer than 10 years would have to be offset dollar for dollar by 

guarantees of shorter duration. And because PWEC would be in a position to 

potentially collateralize this PWEC debt with its own assets (in addition to its 

having the Company’s guarantee), this may produce lower overall financing 

costs than under the loan scenario. However, this positive aspect of the 

guarantee might be offset by the additional complexity of such a transaction and 

the market’s relative unfamiliarity with PWEC. 

Under either the direct loan or the corporate guarantee proposals, the remaining 

capitalization of PWEC would still be from PWCC. This would permit PtVEC 

to remain approximately 50% equity financed, which is consistent with its long- 

term permanent financing objectives and with the original financing plan 

presented to the rating agencies back in early 2001. 

WHAT ARE THE RELATIVE ADVANTAGES OF EACH PROPOSAL? 

The inter-company loan is simpler and doesn’t require the market to analyze 

either a new set of documents (such as the form of guarantee) or a new entity 

(PWEC). APS routinely issues unsecured debt for many piirposes, and thus the 

- 1 4 -  



market is quite familiar with APS and with the type of debt instruments and loan 

documents it uses, Simplicity and familiarity generally translate into lower costs. 

and this is especially true today. The interest expense on the new APS debt and 

the interest income to APS from the repayment note would be a wash on the 

income statement. APS will have to reflect this additional debt on its balance 

sheet. Although offset by an asset in the form of the repayment note from 

PWEC, overall financial leverage would be increased at APS even though 

consolidated debt levels would remain unaffected. 

The guarantee’s relative complexity and novelty may command what is referred 

to as a structuring premium, i.e., additional cost largely attributable to the 

structure of the deal itself rather than to deal fundamentals such as maturity date, 

collateral, and creditworthiness. On the other hand, it does allow PWEC to get 

its feet wet in the credit markets. This “financial discovery” by the market may 

accelerate the day when PWEC can finance totally on its own. And although 

APS would fiilly disclose the existence and terms of its corporate guarantees, 

they would not impact the APS balance sheet because APS is not the primary 

obligor on the debt. As under the direct loan proposal, a guarantee does not 

affect the income statement unless it is both called upon and there is no 

provision for reimbursement from P WEC. However, the Application specifically 

indicates that PWEC will have to execute a standard reimbursement agreement 

as a precondition of any APS guarantee. 

Q. 

A. 

WHY DOES THE APPLICATION REQUEST AUTHORITY TO DO 
BOTH A DIRECT LOAN AND A GUARANTEE? 

The financial markets are in flux right now. Even if the guarantee option proves 

more economical, the market may not support $500 million of PWEC debt, APS 
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wishes to maintain maximum flexibility to pick either or both of these options so 

long as the total principal amount of debt either issued by APS or guaranteed by 

APS does not exceed $500 million. 

Q. 

A. 

WHY DOES THE APPLICATION REQUEST AUTHORITY TO LOAN 
MONEY TO BOTH PWEC AND PWCC? 

The Company’s goal throughout this process is to resolve the financing problem 

at the lowest overall cost to all involved, even though PS will not bear the 

economic burden of such cost. Although the present plan is for APS to deal 

with PWEC, it may prove more cost-effective and practical to direct the loan 

proceeds or corporate guarantee directly to PWCC without using PWEC as 

intermediary. Having the flexibility to do both or some combination of the two 

is important to the achievement of this over-riding goal of cost minimization. 

IN PARAGRAPH 15 OF THE APPLICATION, APS HAS A S W D  THE 
COMMISSION FOR SOME DISCRETION IN EFFECTUATiNG BOTH 
THE RECAPITALIZATION DEBT AND THE APS CORPORATE 
GUARANTEES. WHY IS SUCH FLEXIBILITY IMPORTANT? 

First of all, we are asking to be permitted no greater discretion than the 

Commission granted the Company in both Decision Nos. 55017and 54230 

(November 8, 1984), which were the last two major APS financing proceedings. 

Second, I believe the Company has earned the Commission’s confidence that 

this discretion will be appropriately exercised by its behavior in this regard over 

the past 17 years. As is noted in the Application, APS has to date issued over $5 

billion in long-term debt pursuant to the authority granted in the two cited 

Q. 

A. 

Commission Decisions since 1985. There ha5 never been a single issue raised, 

major or minor, by Staff in or outside a rate proceeding concerning the propriety 

of the Company’s actions in executing the broad financing authority granted 

APS by the Commission. And the results have been dramatic--a nearly 500 
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A. 

basis point drop in long-term embedded debt costs from 10.7% to less than 6%. 

In today’s crazy financial markets, the need for flexibility as to specific terns, 

forms of collateral or other credit support, etc., is greater than ever before, and I 

strongly urge the Commission to grant the Company this same degree of 

properly administered discretion on these points as has been allowed by these 

prior Commission Decisions. 

WHY IS APS REQUESTING IN PARAGRAPHS 8 THROUGH 13 OF 
THE APPLICATION THAT THE RECAPITALIZATION DEBT NOT 

DECISION NO. 55017? 

If the guarantee option is utilized, there may be no-new debt to count against the 

cap, and thus the issue would be moot unless the Commission finds that a 

guarantee in and of itself, although only a secondary and contingent liability, 

constitutes an “evidence of indebtedness” within the meaning of A.R.S. fj 40- 

301, et seq. But whether or not APS actually issues the Recapitalization Debt or 

a corporate guarantee or some combination of the two, the Company views this 

as a one time “in and out” transaction and not part of its permanent utility 

financing program. Consequently, i t  does not wish this specific transaction or 

group of transactions, which are only intended to partially “right the ship” that is 

in danger of foundering as a result of Decision No, 65154, to affect that 

COUNT AGAINST THE LONG-TERM DEBT LIMIT ESTABLISHED IN 

permanent utility financing program or in any way limit the flexibility of that 

program. To accomplish this requires that APS maintain the present amount of 

“headroom” or margin iinder the long-term debt financing limits established by 

Decision No. 550 17. The present margin is just under $500 million. This margin 

not only fluctuates as permanent debt is either issued or retired, but also in the 

shorter term as the Company, at times, takes advantage of pre-financing 



I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

a loan when most favorable to the Company but redemption or maturity of the 

debt to be refinanced by this new dcbt does not actually occur until a later datt. 

Q. BY WHAT CORPORATE AUTHORITY DOES THE COMPANY 
PROPOSE TO ISSUE THE RECAPITALIZATION DEBT AND/OR 
ISSUE ITS CORPORATE GUARANTEES? 

Article Second of APS’s Articles of Incorporation allows APS to transact any 

lawful business for which corporations may be incorporated under Arizona law. 

Under A.R.S. 5 10-302, a corporation may do all things necessary or convenient 

to carry out its business and affairs, including borrowing or lending money, 

pledging all or any part of its property, and issuing guarantees. Therefore, the 

Company’s issuance of the Recapitalization Debt, its issuance of corporate 

guarantees, or any combination of the two, are within its corporate powers. Also 

A. 

consistent with Arizona law and the Company’s Bylaws, the APS Board of 

Directors must approve any issuance of this debt or any corporate guarantees. A 

meeting of the APS Board to consider such approval will be scheduled for 

December of this year. 

Q. WILL ANY OF THE PROCEEDS FROM THE RECAPITALIZATION 
DEBT OR THE APS CORPORATE GUARANTEES BE USED FOR 
OPERATING EXPENSES OF THE COMPANY OK OTHERWISE 
CHARGEABLE AGAINST ITS INCOME? 

Virtually all of the proceeds will be reflected on the Company’s balance sheet as 

additional debt or won’t appear in either its balance sheet or income statement 

(in the guarantee scenario). However, there are likely to be some relatively 

minor issuance-related costs that are required to be expensed under present 

accounting guidelines. Because A.R.S. 5 40-302 (A) specifically requires 

A. 

Commission authorization for such use of any proceeds, which the Commtssion 
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Q* 

A. 

Q- 

A. 

Q. 

has in fact authorized in prior APS proceedings, the Company included a request 

for this authorization in its Application. 

IS WHAT YOU HAVE DESCRIBED AS THE RECOVERY PLAN THE 
ONLY ACTIONS PWCC AND PWEC ARE ENTERTAINING IN 
RESPONSE TO THEIR PRESENT CIRCUMSTANCES? 

No. The Recovery Plan we have proposed to the Commission is an important 

element-in fact, the most important element-af our strategy to address the 

fallout from Decision No. 65 154. But it is far from the o lement. Indeed, the 

Company and its affiliates have been working on some aspects of a recovery 

strategy since the Commission first indicated that it might be reconsidering 

divestiture back in the late winter of 2001 and early spring of 2002. 

WHAT ARE SOME OF THESE OTHER ACTIONS TO WHICH YOU 
JUST REFERRED? 

PWCC has existing cash flows from its operations unrelated to PWEC's 

financing and also the normal dividend payments from its operating subsidiaries. 

PWCC is actively exploring ways to accelerate and increase the dividend and 

other cash flows from its non-APS subsidiaries. PWEC has already partnered 

with the Southern Nevada Water Authority to finance 25% of the Silverhawk 

project in Nevada. PWCC and PWEC have also taken steps to reduce operating 

costs. Taken together with the Recovery Plan, the goal is to reduce total PWCC 

debt (which is considerably above the Bridge Debt, which is itself considerably 

above the $500 million in financing authority sought in the Application) to 

approximately $400 million by 2005. 

IN THE APPLICATION, APS REQUESTS A DETERMINATION ON 
THIS MATTER BY THE END OF 2002. WHY THE URGENCY IF THE 
CRISIS DOES NOT ARRIVE UNTIE NEXT SUMMER? 
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A. 

Q* 

A, 

Does the crisis begin when you fall out of a building or when you hit the 

ground? The financial markets are changing for the worse every day, and there 

is no guarantee that the proposed Recovery Plan could be effectuated next 

Spring. Second, the very act of delay will be negatively perceived by the market, 

which then might not wait until we’ve “hit the ground” before taking negative 

action. Third, the guarantee proposal is somewhat novel and may take additional 

time to both prepare the structure of the transaction and to educate the ma 

properly receive this particular financing vehicle. Fourth, the Commission itself 

during the August 27‘h Special Open Meeting appeared to recognize the need for 

expeditious action to address the fallout from its decision to halt divestiture of 

APS generation to PWEC. 

IS EVEN THE FEAR OF THIS PROCEEDING BEING DELAYED 
ALREADY HAVING AN ADVERSE IMPACT? 

Absolutely. Several banks are presently balking at any financing, even those 

wholly unrelated to the Bridge Debt, having to do with PWCC until this matter 

is resolved. As discussed above, this can only have a negative impact on APS as 

well. I say this to highlight the need for resolute and prompt action on the 

Company’s Application. 

The only alternatives to the Recovery Plan are punitive to PWCC shareholders 

and/or impact the operations of PWCC and its affiliates. These include forced 

sales of assets, ftirther cutbacks on expenditures and capital outlays, and even 

the potential for additional dilution of existing equity and potentially total 

market capitalization from issuing new PWCC equity. 
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VI. 

Q. YOU HAVE PREVIOUSLY TESTIFIED AS TO THE NEGATVE 
IMPACT ON APS SHOULD THE PRESENT FINANCING ISSUE NOT 
BE RESOLVED ON TERMS THAT ARE FAIR TO PWEC AND PWCC. 
WILL THE PROPOSED RECOVERY PLAN ITSELF ADVERSELY 
AFFECT APS? 

Obviously, the course of action that would have had the least impact on APS 

would have been to follow through with the 1999 Settlement and to have 

IMPACT OF PROPOSED RECOVERY PLAN ON APS 

A. 

granted the Company a hearing on its October 2001 request in Docket No. E- 

01345A-01-0822. These now appear to be dead issues, however. But before 

proposing the Recovery Plan set forth in our Application, we carefully analyzed 

the potential and likely impacts of the two options (loan and guarantee) on APS. 

See Exhibit F to the Application, a portion of which I have recreated here as 

Schedule BMG-3. In addition, the Company asked Mr. Tildesley and SSB to 

conduct their own analysis, which we have also presented to the Commission. 

Both of us concluded that APS had significant additional debt capacity under 

present market conditions, and that even under a “worst case” scenario, APS 

would retain credit quality indicators consistent with its present ratings. 

Q. WHY DO YOU CALL THIS A “WORST CASE” SCENARIO? 

A. I have assumed no payments by PLVEC or PWCC on the Repayment Note such 

that none of the principal amount of the Recapitalization Debt is subsequently 

repaid by PWEC and thus remains on the Company’s balance sheet. Similarly, 

none of the interest expense of such Recapitalization Debt is shown as offset 

interest income from the Repayment Note. In the case of the corporate 

guarantee, I assume that the rating agencies will completely ignore the primary 

liability of PWEC or PW’CC f a -  the guaranteed debt, as well as the existence of 

the reimbursement agreement from P1VECI:PWCC to APS, and will attribute 
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100% of the debt and interest to APS, This would mean that the analysis set 

forth in Schedule BMG-3, Column (C) would also apply to the guarantee option. 

But although ratings analysts tend to reflect “worst case” scenarios in their 

calculations of the numbers, especially these days, I believe that they will at 

least subjectively give some positive weight to the Company’s efforts to protect 

its own credit even under these most difficult of post-Decision No. 65154 

circumstances. 

Q. 

A. 

ARE YOU SAYING THAT YOU CAN GUARANTEE THAT APS WILL 
NOT BE DOWNGRADED? 

No. I can’t guarantee that the Company won’t be downgraded tomorrow, next 

week, next month, or next year. But I am saying that I both believe such a 

downgrading will not occur and that the credit indicators of the Company would 

not support such a downgrading. I am further saying that the overall reaction of 

the market to favorable and prompt Commission action on the APS Application 

would be positive. And I am also saying that rejection of the Application by the 

Commission would be received negatively in the financial community. 

I would also add that as the Company’s Treasurer, I would never proceed with a 

debt issuance by APS without a good idea of how that iss ce would be rated 

and received by the investment community. If it appears that we can’t issue the 

entire $500 million without harm to APS credit, even in the short run, I would 

take that most seriously and would at such time again weigh the various 

alternatives then available to the Company and its affiliates PWCC and PWEC. 

Q. ARE THERE OTHER ADVA4NTAGES TO APS FROM THE 
COMII/IISSIOPU”S GRANTING OF THE APPLICATION? 
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Q- 
A.  

Yes, The Commission is requiring APS to increase its dependence on the 

Competitive wholesale market as a result of its actual determination in Track A 

of the Generic Docket (Decision No. 65154) and its likely determination in 

Track B of that same Docket. A viable PWEC can contribute to that competitive 

wholesale market. This will not be significant in the immediate term, but it is 

likely very important to APS and its customers over the long run. Indeed, I am 

told that Staff expressed an expectation during one of the Track B workshops 

that PWEC would exercise some price discipline over that market in a manner 

favorable to APS customers. I certainly hope that expectation is fulfilled, but a 

prerequisite would be a reasonably healthy PWEC-one of the objectives of the 

Recovery Plan. 

WILL APS CUSTOMERS BE AFFECTED BY THE RECOVERY PLAN? 

The income effect on APS will be zero. Thus, again contrary to news accounts, 

there will be no increased expense for APS to seek recovery of in future rate 

proceedings. Similarly, the impact on APS‘ capital stnicture and resultant cost 

of capital (if any) will be removed from the upcoming rate filing by means of a 

pro forma adjustment. 

And I hasten to add that APS consumers have already benefited greatly from the 

1999 Settlement, the breach of which i s  what the Recovery Plan is designed to 

partially mitigate. The most obvious of these benefits have been rate decreases 

in 1999, 2000, 2001 and 2002. Perhaps less obvious but also perhaps more 

important, is the reliability impact of having I’WEC’s generation up and 

available to serve our peak demands in 2001 and 2002. 
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VII. 

Q. 
A. 

Q. 

‘4. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REICIARKS? 

Yes. APS believes the Commission should not have abrogated its promise of 

divestiture under the 1999 Settlement. It was especially inappropriate to do so 

without a fair consideration of alternatives that could have addressed the 

Commission’s stated concerns with divestiture but at the same time either 

allowed divestiture to go forward or, at the very least, mitigate the damage 

attributable to the Company’s justified reliance on the terms of the 1999 

Settlement. That, however, is an argument for another day. In this proceeding, 

the Company is proposing a Recovery Plan that can solve the financing problem 

without foregoing other Commission options in the future, including the 

eventual acquisition of all or a portion of PWEC’s generation by APS for use in 

providing service to the public. It does so at minimal risk to APS-certainly at 

less risk than the alternative of doing nothing to solve a problem the 

Commission largely created in the first instance. 

But to be effective, approval of the Recovery Plan must be timely and allow the 

Company the flexibility to implement it in the most cost effective manner 

feasible. The present financial markets are unstable and incredibly cautious. 

What they and APS need is positive action by the close of this year so that APS 

will be in a position to implement the Recovery Plan when market conditions 

are best and not at the last minute when the Company’s leverage with lenders is 

at its lowest ebb. 

DOES THAT CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN 
THIS PROCEEDING? 
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APPENDIX A 

STATEMENT OF WITNESS QUALIFICATIONS 

Barbara M. Gomez is Treasurer for Pinnacle West Capital Corporation (“PWCC”) 

and for Arizona Public Service Company (“APS”). As Treasurer, Ms. Gomez has 

responsibility for long and short-term debt issuance and liability management, 

rating agency and banking relationships, daily cash management and trust 

investments. 

Ms. Gomez graduated from Bucknell University in 1977 with a Bachelor of 

Science Degree in Business Administration and received an MBA, with an 

emphasis in Finance, from Arizona State University in 1982. 

Ms. Gomez joined APS in 1978 and has held supervisory and managerial positions 

in various financial areas. From 1978 to 1987 her positions included financial 

analyst in the regulatory, budgeting, long-range planning and forecasting areas. 

She became a leader in 1987 and has managed the Planning and Treasury 

Operations departments, each on two separate occasions. In August of 1999, Ms. 

Gomez was promoted to Treasurer of PWCC and in October o f  1999, Treasurer of 

APS. Ms. Gomez is a member of the Board of the National Association of 



BMG-3 

Financial Impact of Recapitalization Debt 
in ($000) 

CURRENT APS WITH RECAPITALIZATION DEBT 

Current APS Debt $2,206,780 Additional Debt $500,000 

Weighted Cost of Debt 5.93% Additional Interest @ 5.5% $27,500 
Additional Interest @ 6.0% 30,000 

Annualized Long-Term Interest $130,862 Additional Interest @ 6.5% 32,500 

Financial indicators 

(A) (8) (C) (0) 
Rating Agency S8P "BBB" 

Per Books Proforma (I) Approach Targets (2) 
June 2002 + $500M @ 6% + $500M @ 6% Business Position 5 

DEBT RAT10 

Adj. Total Debt I Total Capital 54.4% 58.7% 58.7% 47% * 55% 

COVERAGE RATIOS 

Pretax Interest Coverage 3.80 3.80 3.10 2.40 - 3.50 

Adj. Pre-Interest FFO Interest Cc 4.53 4.53 3.92 3.00 - 4.00 

Adj. FFO I Avg. Total Debt 23% 21 % 21% 21% - 27% 

Notes: 
(1) Assumes interest income and interest expense on the $SOOM is netted at APS 
(2) Standard and Poor's last evaluation of APS as having a Business Position 3 was based on divestiture of generation assets 

that resulted in APS being a fully regulated transmission and distribution company. 



BMG-2 

Spreads above BBB2-rated Debt 

BBB3 1.55% 
BB 2.80% 

Source: Bloomberg, 911 1/02 
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I. 

Q. 
A. 

Q. 

A. 

Q* 
A, 

11. 

Q* 

REBUTTAL TESTIMONY OF BARBARA M. GOMEZ 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. 3-01345A-02-07O7) 

INTRODUCTION 

PLEASE STATE YOUR NAME. 

Barbara M. Gomez. 

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THIS 
PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

I will respond to some of the statements and conclusions of both Utilities 

Division Staff (“Staff’) witness John S. Thornton, Jr., and intervenor Panda Gila 

River, L. P. (“PanddTECO”) witness Susan Abbott. I will also discuss the 

various conditions Staff would impose on the Arizona Corporation 

Commission’s (“Commission”) approval of Arizona Public Service Company’s 

(“APS” or “Company”) Application. 

SUMMARY 

WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

APS is greatly encouraged by the fact that both Staff and the Residential Utility 

Consumer Office (“RUCO”) have recommended approval of the Company’s 

Application. They recognize in their positive recommendations, as do I, that 

further deterioration of the financial condition of the Company’s parent 

company, Pinnacle West Capital Corporation (“PWCC”), would have a negative 

impact on APS. Such continued deterioration would also threaten the ability of 
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PWCC and Pinnacle West Energy Corporation (“PWEC”) to retain control over 

the PWEC assets used to serve APS, This, in turn, could limit the Commission’s 

ability to consider the inclusion of these generating assets in the Company’s 

rates during the 2003-2004 APS general rate proceeding. This potential rate 

treatment also appears to be supported by RUCO in its testimony. 

The conditions proposed by Staff are intended to protect APS and APS 

customers from any potential negative impact from the financing itself. 

Although APS does not believe these conditions are necessary, it is willing to 

accept them. I will seek to clarify Staffs “Condition No. 7” limiting APS 

dividends under specified circumstances and will offer an alternative estimate of 

the interest rate “risk premium” that Mr. Thornton is attempting to measure in 

Staffs “Condition No. 3.” 

As much as I agree with Mr. Thornton’s conclusions about the need for 

approving the Application, I do not share all of his views concerning the impact 

of the proposed financing on APS, the purpose for which that financing is 

necessary, or the nature of the APS/PWCC relationship. I therefore provide the 

Commission with additional and updated information that supports the 

reasonableness of Mr. Thornton‘s ultimate recommeridation to approve the 

proposed financing, 

On the other hand, Ms. Abbott’s conclusions are not only unsupported by her 

analysis, they are flatly contrary to the available evidence. They also do not take 

into consideration the impact of the strict conditions Staff has proposed for the 

financing, which conditions largely moot Ms. Abbott’s concerns. Finally, as is 

discussed more directly in APS President Jack E. Davis’ Rebuttal Testimony, 

- 2 -  
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111. 

1. 

Q* 

A. 

Ms. Abbott’s presentation fails to recognize or account for the regulatory history 

leading to the present financial circumstances in which APS and its affiliates 

now find themselves. 

RESPONSE TO STAFF 

Stafys Conditions 

WHAT CONDITIONS HAS STAFF RECOMMENDED BE ATTACHED 
TO THE COMMISSION’S APPROVAL OF THE COMPANY’S 
FINANCING APPLICATION? 

These are discussed at pages 11 and 12 of Mr. Thornton’s testimony. The 

conditions include: 

1, 

2, 

3. 

4. 

5 .  

6.  

the debt be limited to no more than $500 million in addition to 
the Company’s existing debt authorization (referred to in my 
testimony and the Application as “Continuing Debt”); 

the note from PWEC to APS should be callable and secured in 
in the same manner as required by the Commission in 
Decision No. 65434 (December 3, 2002); 

the PWEC note should bear a premium of 264 basis points 
over an APS secured note for an equivalent term; 

the difference between the PWEC note’s interest income to 
APS and the interest expense incurred by APS on what the 
APS Application calls the “Recapitalization Debt” should be 
recorded as a deferred credit, bearing 6% interest, which 
would be reflected in the Company’s next rate case; 

the PWEC note should not exceed four years without 
Commission approval; 

any demonstrable increase in the APS cost of capital 
attributable to the transaction between APS and PWEC would 
be excluded from consideration in future APS rate cases; and, 
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Q. 
A. 

7. APS would maintain a minimum equity ratio of 40% and 
could not pay a dividend without Commission approval if its 
common equity ratio would be reduced below such threshold. 
APS requests for such Commission approval would be ruled 
upon within 60 days, during which time the dividend 
limitation would be suspended. 

Although not listed as a condition, Staff has also recommended that the 

requested authority to issue a guarantee to PWEC or PWCC be denied, as well as 

Company’s alternative request to directly lend $500 million to PWCC to directly 

retire the Bridge Debt. 

WHAT IS THE COMPANY’S POSITION ON THESE CONDITIONS? 

APS can generally accept Staff‘s conditions if the Commission otherwise 

approves the Company’s Application. I have added the qualifier “generally” 

because Condition No. 7 requires some clarification and Condition No. 3 should 

be modified to reflect a more appropriate “risk premium” for the PWEC note to 

APS. And because some of these conditions are very strict (even onerous), our 

acceptance of them, though conditional, requires some explanation. 

Condition No. 1 : This is consistent with the Company’s original request. 

ConditionNo. 2: Whether the PWEC note would be callable was not 

addressed in the Application, but APS certainly has no objection to having that 

feature added. APS likewise had not proposed to secure the PWEC note unless 

APS itself issued secured debt, a most unlikely event. Our thinking was to 

preserve at least the possibility of PWEC issuing additional debt on its own 

using the PWEC assets as security. Because APS now intends to present its 

arguments for rate-basing these PWEC assets in the 2003-2004 rate proceeding, 
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such future PWEC debt may be unnecessary, and thus APS is amenable to 

securing the PWEC note with these assets. 

ConditionNo. 3: The general concept of charging PWEC or PWCC a 

premium for the loan from APS is acceptable to APS so long such premium is 

reasonable and does not become punitive. It should be kept in mind that absent 

the Commission’s blocking divestiture in Decision No. 65 154 (September 10, 

2002), PWEC would have had a BBB debt rating, roughly comparable to that of 

APS or at worst, just a notch below. I estimate that this would translate into a 

risk differential of no more than 150 basis points rather than the 264 basis points 

suggested by Staff. Similarly, if the loan were made to PWCC (an option 

requested in the Application but rejected by Staff without explanation) rather 

than to PWEC, it would suggest approximately the same reduced risk premium. 

(See Direct Testimony of Barbara M. Gomez at Schedule BMG-1.) 

Condition No, 4: APS accepts this condition as consistent with both Decision 

No. 65434 and the recovery of deferred transition costs pursuant to the 1999 

APS Settlement and Decision No. 65 154. 

ConditionNo. 5: The suggested shorter term of the PWEC note would have 

been more troublesome but for the decision of the Company to seek rate base 

treatment of the PWEC assets subject to the usual conditions to such treatment 

under traditional cost-of-service regulation. With that background and the 

corresponding ability to ask the Commission to extend the term of the PWEC 

note, APS can agree to this condition. 

Condition No, 6 :  APS will likewise agree to this condition and believes that 

no such demonstrable increase in its cost of capital will occur. Indeed, this belief 
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is consistent with both Mr, Thornton’s and my own conclusion that approval of 

the Application will actually protect the Company’s credit. However, APS does 

- not agree to forego recovery of its increased capital costs in the event its 

Application is denied or is approved with additional or more onerous conditions 

that themselves cause the Company’s cost of capital to increase. 

Condition No. 7: A regulator-imposed dividend limitation is an unusual 

interference with the authority of APS’ Board of Directors under any 

circumstances. In this instance, however, the Company will voluntarily agree to 

Staffs proposed limitation as a condition to the approval of the Application, 

similar to the voluntary limitation it agreed to under the 1991 Settlement 

approved in Decision No. 57649 (December 6, 1991). APS has worked within 

the confines of such limitations in the past and can do SO now so long as Staffs  

proposed waiver procedure is also adopted. 

However, APS would ask that the Commission clarify the 40% equity ratio 

limitation. By defining this calculation of common equity ratio now, i t  will 

avoid the potential for uncertainty surrounding the ability of APS to declare 

dividends in the future. The Company would calculate that equity ratio on a 

quarterly basis using its 10 Q or 10 K filings with the Securities and Exchange 

Commission (“SEC”). Using the reported APS balance sheet amounts, one 

would divide the APS common equity by the sum of such common equity and 

APS long-term debt (including current maturities of such debt), again as 

reported in the 10 Q or 10 K. 

WHAT ABOUT THE STAFF RECOMMENDATIONS CONCERNING 
THE PROPOSED GUARANTEE OR THE POTENTIAL FOR A LOAN 
TO PWCC IN LIEU OF ONE TO PWEC? 
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Q. 

A. 

Q* 

A. 

APS had originally proposed the guarantee option because of its potentially 

reduced impact on APS and because it might provide PWEC some “credit 

exposure” in the market that would be valuable in the future. Given the 

continuing challenges in the financial markets since the time the Application 

was filed, the guarantee option is more or less moot. 

The direct loan to PWCC option was proposed to offer an alternative that might 

be less costly overall. Mr. Thornton does not give any reason why he has 

rejected that option, but APS will not pursue this option further if it is not 

penalized for that forbearance in determining the amount of the interest 

premium charged by APS to PWEC-an issue discussed earlier in my Rebuttal 

Testimony. 

2. The Impact of the Loan on APS 

DO YOU AGREE WITH STAFF WITNESS THORNTON THAT 
APPROVAL OF THE APPLICATION WILL SUPPORT APS’ CREDIT? 

Absolutely. In fact, Mr, Thornton states this no less than three times in his 

testimony. (See Testimony of John S. Thornton, Jr., at page. 4, lines 6-7 and 15, 

and also at page 5, line 19.) This benefit alone satisfies the requirement that the 

Application be in the public interest. 

IS THE APPLICATION CONSISTENT WITH SOUND FINANCIAL 
PRACTICES? 

Yes. As I explain in my Direct Testimony, it is a sound financial practice to 

avoid a known and immediate threat to one’s credit rating. PWCC’s financial 

peril poses precisely such a known and immediate threat. It is also a sound 

financial practice to preserve the financial viability of assets used to serve APS 

customers. I would note that all of the Company’s major generating projects 
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Q* 
A. 

required APS financial and credit support a r  to such generation being 

included in the Company’s rate base. In the case of Palo Verde Unit 3, such 

credit support lasted almost a decade prior to the plant’s eventual rate base 

recognition. And with the Staff conditions, APS may actually “profit” from the 

transaction, albeit at the expense of PWCC shareholders-a profit that will go 

directly to the benefit of our customers. 

DOES MR. THORNTON ALSO AGREE? 

Mr. Thornton arrives at this same conclusion, although a portion of his 

testimony could be read as qualifying that support despite his evident belief that 

the refinancing at APS of the Bridge Debt will help to preserve the Company’s 

own credit, For that reason, I would like to add some context to Mr. Thorton’s 

remarks. 

At page 4, line 27 through page 5 ,  line 3, Mr. Thornton states: 

. , .it is not necessarily a sound financial practice for APS to use its 
bonding capacity (the extent to which APS can issue secured debt) 
for the purpose of purely investing in an affiliate without any 
business purpose consistent with APS’ primary mission. [Emphasis 
added.] 

I have several comments about the preceding statement. 

First, APS does not intend to use any of its bonding capacity in issuing the 

Recapitalization Debt. Even if it were, APS has far more capacity under is 

mortgage indenture to issue first mortgage bonds (over $3 billion) than the debt 

authority requested in the Application. 

Second, APS i s  poJ “purely investing in an affiliate.” APS is attempting both to 

preserve its own credit rating and at least partially address the circumstances 
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A. 

created by the Commission decision not to allow the divestiture of Aps 

generation to PWEC. It is also attempting to preserve the opportunity f i r  

Commission rate review of the PWEC assets. 

Third, the business purpose for the proposed loan is entirely “consistent with 

APS’ primary mission.” As is discussed in Mr. Davis’ Rebuttal Testimony, 

PWEC assets were built to serve APS customers. They already have provided 

literally billions of kWh to APS and were critical to maintaining reliable service 

during 2001 and 2002. In a very real sense, these assets are no different from 

APS generating assets such as Palo Verde Unit 3 that have provided power to 

APS customers and enjoyed APS credit support for very significant periods prior 

to being placed into the Company’s rate base. 

I do agree with Mr. Thornton’s observation that the “debt and the assets should 

normally be held by the same enterprise.” (Testimony of John S. Thornton, Jr., 

at page 6, line 19.) This will, of course, be accomplished if the Company is able 

to place the collateralized PWEG assets into its rates. 

WILL APS HAVE AN APPROPRIATE DEBT/EQUITY RATIO AFTER 
ISSUANCE OF THE RECAPITALIZATION DEBT? 

Yes. Both Mr. Thornton and I agree on this point, which is yet another reason 

why the Application is in the public interest, consistent with sound financial 

practice and consistent with the Company’s responsibilities as a public service 

corporation. (See Testimony of John S. Thornton, Jr., at page 13, lines 16-22.) 

Thus, there is no reason to believe that the proposed financing will leave APS in 

an overly leveraged position. 
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Q. 

A. 

Q* 

A. 

DOES APS HAVE LARGE NEEDS FOR ADDITIONAL DEBT CAPITAL 
FOR IT§ DISTRIBUTION AND TRANSMISSION SYSTEMS, WHICH 
NEEDS WILL COMPETE IN SOME FASHION WITH ISSUANCE OF 
THE RECAPITALIZATION DEBT? 

No. Mr. Thornton expresses this concern at several parts of his testimony. (See 

Testimony of John S, Thornton, Jr., at page 1, lines 22-24; page 4, lines 11-12; 

and page 5, lines 22-26.) But in fact, APS can finance its distribution and 

transmission capital budgets, as well as the APS generation capital budget, 

entirely from internally generated funds during the expected four-year term of 

the PWEC note. The Company does have to refinance significant amounts of its 

existing debt in the future, but again that does not require incrementally 

increased debt levels during this period. 

ARE THERE OTHER ADVANTAGES TO APS FROM THE PROPOSED 
FINANCING THAT ARE NOT IDENTIFIED BY STAFF? 

Yes. My Direct Testimony notes that PWEC's continued viability provides a 

competitive check on the merchant generators. The proposed financing will 

eliminate the potential for PWEC having to sell the assets presently serving APS 

and will allow the Commission to consider their ultimate rate treatment in the 

Company's next general rate case. 

3. Source of PWCC's and PWEC's Present Financing Problems and 
Other Specific Staff Criticisms of My Direct Testimony 

MR. THORNTON STATES THAT PWEC'S SITUATION IS NEITHER 
UNIQUE NOR ATTRIBUTABLE TO COMMISSION ACTIONS. DO 
YOU AGREE? 
No. PWEC's difficulty in obtaining permanent financing admittedly is not 

unique under current market conditions, but the circumstances leading to that 

difficulty are, in this specific instance, quite unique. PWEC would have been 

capable of doing its own financing at investment-grade rates once divestiture 

- 10-  



1 

5 

6 

7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

was completed by year-end 2002. That divestiture of APS generation had been 

authorized in the 1999 APS Settlement and required by the Electric 

Competition Rules, and was the event upon which PWEC’s credit rating quite 

literally depended. Thus, as I testified in my Direct Testimony, granting the 

financing relief requested still leaves APS, PWCC and PWEC worse off than 

they were before divestiture was stopped, even before imposition of the Staffs  

proposed conditions. 

Mr. Thornton cites a Standard & Poor’s (“ S&P”) Report discussing the 

problems of merchant generation as support for his belief that the present 

situation is not unique. (See Testimony of John S. Thornton, Jr,, at page 3 and 

at Schedules JST-5 through JST-8.) But as is discussed in Mr. Davis’ Rebuttal 

Testimony, PWEC is not just another merchant generation venture in either its 

origin or its purpose. 

Mr. Thornton also argues that the Bridge Debt could have been repaid from the 

proceeds paid by APS for the PWEC generating assets if APS had moved to 

immediately acquire such assets, (See Testimony of John S. Thornton, Jr., at 

page 10, lines 21-22.) This ignores the fact that APS would have had to borrow 

the funds for that purchase, thus leaving the Company in the same or worse 

relative financial position as under the Application. That position would, of 

course, change significantly if the PWEC assets were thereafter included in the 

Company’s rate base, but that too is no different than what APS intends to seek 

if the Application is granted. 

DID PWCC CHOOSE THE MATURITY OF THE BRIDGE DEBT AS 
ALLEGED BY MR. THORNTON AT PAGE 40, LINES 22-25 OF HIS 
TESTIMONY? 
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A. 

Q* 

A. 

Although that is literally true, it ignores the fact that the APS generating assets 

were to be transferred to PWEC by the end of 2002. It is no mere coincidence 

that most of the Bridge Debt is scheduled to mature in 2003. As I indicated in 

my Direct Testimony, since the Bridge Debt would cover assets that were to be 

owned by an operating subsidiary of PWCC (at the time, PWEC), lenders were 

only comfortable in lending these large sums to PWCC for a limited period of 

time. 

ARE PWCC AND PWEC “IMPLICITLY SUBSIDIZED” BY APS AS 

TESTIMONY? 

No, and Mr. Thornton provides no specific examples in his testimony. He states 

that “PWCC and PWEC are already provided a certain amount of credit support 

from APS through the holding company structure.” (Testimony of John S. 

Thornton, Jr., at page 6, lines 5-6.) In fact, such credit support exists because of 

the holding company. There are advantages to all members of a consolidated 

holding company group arising from business diversity, economies of scale and 

scope, tax benefits, etc. These advantages are not created by any single member 

of the group, including APS, and then distributed to the others. They result from 

the synergies of the group itself and are shared by all members of the group. 

ALLEGED BY MR. THORNTON AT PAGE 6, LINES 4-10 OF HIS 

Mr. Thornton then contends that the financial community knows that PWCC has 

access to APS cash flows. (Id. at lines 7-8.) PWCC does have access to the 

earnings of APS because as the sole equity investor in and owner of APS, it is 

entitled to such earnings in the form of dividends. I doubt owners of common 

stock believe they are being “subsidized,” implicitly or otherwise, by receiving 

lawful dividends on their investment, nor has this Commission ever so found. 
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Mr. Thornton also claims that PWEC can access these same cash flows. If all he 

means is that PWCC can use & earnings, part of which consists of APS 

dividends, in any lawfbl fashion it chooses, including funding generation to 

serve APS, that is certainly no indication of “subsidization.” As to direct APS 

assistance to PWEC, this Application is stark proof that the extent of any such 

assistance is largely a regulatory decision and not one unilaterally made by 

PWCC. 

I also note that the allocation of common costs among the various members of 

the Pinnacle West organization and the pricing of inter-affiliate transactions 

have been either specifically approved by this Commission (as part of the 

Policies & Procedures that accompanied the Company’s Code of Conduct under 

A,A.C. R14-2-1616) or approved by FERC, or by both. Thus, I do not see any 

basis for the contention that PWCC and PWEC are somehow improperly 

“subsidized” by APS. 

DID SCHEDULE BMG-3 OF YOUR DIRECT TESTIMONY INDICATE 
“THAT BORROWING $500,000,000 FROM THE MARKET AND 
LENDING IT TO PWECPWCC IS A ‘WASH’ TRANSACTION HAVING 
NO EFFECT ON THE APS’ FINANCIAL RATIOS” AS IS STATED BY 

No. Schedule BMG-3 shows increased financial leverage both in the debt ratio 

MR. THORNTON AT PAGE 11, LINES 8-9 OF HIS TESTIMONY? 

and in the “Funds from Operations” as a percent of total debt even considering 

the interest from the PWCCPWEC note as operating income. I further show all 

credit metrics being affected using a rating agency approach that would not 

count interest income as operating income or “Funds from Operations.” I also 

explain the differences between the two sets of calculations at pages 21-22 of 

my Direct Testimony. Thus, I did not state or imply in my Testimony that APS 

could lend an unlimited amount of money to PWCCPWEC, or anyone else for 
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IV. 

Q* 

A. 

that matter, without impacting its credit metrics to some degree. To use Mr. 

Thornton’s own terminology, this proposed financing is no “‘wash’ transaction,” 

but such financing is nevertheless a necessary transaction in view of the present 

financial market combined with the chain of events initiated by Decision No. 

65 154. 

REPONSE TO PANDA/TECO 

MS. ABBOTT APPEARS TO HAVE GREAT CONCERN OVER THE 
REACTION OF STANDARD AND POOR’S AND FITCH TO THE 
PROPOSED FINANCING. DO YOU SHARE THAT CONCERN? 

No. Standard and Poor’s (“S&P”) decision on November 4, 2002 to unify the 

corporate credit rating of APS with that of PWCC did not affect any of the 

Company’s specific credit ratings for secured or unsecured long-term debt nor 

its short-term commercial paper rating, S&P also specifically indicated that the 

$500 million loan to PWEC and the additional debt incurred by APS for that 

purpose did not jeopardize the Company’s strong BBB rating: 

Even on a stand-alone basis, APS’ financial health remains 
solidly within the triple-B category even with the addition of 
$500 million in debt. 

(See Schedule BMG- 1 R. Emphasis supplied.) 

Fitch rates APS unsecured debt higher than S&P. Its December 4, 2002 

announcement did place both APS and PWCC debt securities on “Rating Watch 

Negative,’’ which indicates that either or both entities could be down-rated 

within the next six months. But its rationale for its two actions, which is 

discussed both in the December 4‘h pronouncement and again on December 17, 

2002, are decidedly different, For PWCC, it is clear that refinancing the Bridge 

Debt is very troubling. Indeed, Fitch comes right out and says that if the 
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A. 

financing Application is denied, it result in a PWCC downgrade. As to APS, 

Fitch has cited three factors, the increased leverage, regulatory uncertainty over 

the outcome of Track B, and regulatory uncertainty over the Company’s next 

general rate case. But Fitch also notes that the increased debt leverage at APS 

would be, in their opinion, less of a problem if the underlying PWEC assets were 

moved to APS and included in rates. The two Fitch reports are attached as 

Schedules BMG-2R and BMG-3R. 

MS. ABBOTT PRESENTS AN “ANALYSIS” THAT INDICATES A 
HIGHER DEBT COST WHEN MOODY’S DEBT RATINGS ARE 
REDUCED TO THE SAME AS S&P’S. DO YOU AGREE WITH HER 
CONCLUSION? 

No. Based on her tiny sample of only five selected companies, I could not draw 

any meaningful conclusions. The mixing of holding companies with operating 

entities further obscures whatever validity the analysis would otherwise have 

held even assuming a larger data sample, Ms. Abbott herself concedes that this is 

at best “anecdotal evidence.” (Testimony of Susan Abbott at page 25, line 1.) 

And one can just as easily construct a sample of companies “proving” precisely 

the opposite conclusion from that of Ms. Abbott. 

For example, Ms. Abbott states “investors demand similar interest over 

Treasuries when Moody’s and S&P rate issuers the same.” (Testimony of Susan 

Abbott at page 25, lines 19-20.) Yet, Dominion Resources (one of the companies 

in Ms. Abbott’s sample) and Constellation Energy are both rated high BBB 

(Baal and BBB+) by Moody’s and S&P. But Dominion trades at 165 basis 

points over Treasuries while Constellation commands some 245 basis points of 

premium. Duke Capital and Commonwealth Edison also share the same S&P 
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A. 

and Moody’s ratings (this time A- and A3), but the former trades at over 250 

basis points higher than the M e r .  

Ms. Abbott further contends that interest spreads are similar “when Moody’s 

rates the issuer the same but S&P . . . rates the issuer lower than Moody’s.’’ (Id. 

at lines 20-22.) Such a relationship exists for both First Energy and, ironically, 

TECO (Baa2 by Moody’s but BBB- by S&P), yet the former’s spread is roughly 

280 basis points while TECO’s is approximately 580 basis points-hardly a 

“similar” yield spread. 

The only conclusions one can legitimately draw from her analysis and the above 

exercise are: ( 1 )  if you hand-pick a small enough sample, it can show virtually 

anything you want it to show; and (2) investors look at far more than debt ratings 

in determining the collective risk premium they require for a particular 

enterprise. On the other hand, it would appear more logical that when there is a 

split in the ratings as between S&P and Moody’s, the market would be 

conservative and price based on the lower of the two ratings, thus refuting 

another element of Ms. Abbott’s hypothesis. 

MS, ABBOTT ALSO PREDICTS A MOODY’S DOWNGRADE AS A 
RESULT OF THE FINANCING. HAVE YOU SEEN ANY EVIDENCE TO 
SUPPORT SUCH A CONCLUSION? 

No. I find it most significant that Moody’s has been publicly silent on the 

Application. I am routinely in contact with Moody’s, and I feel confident that 

Moody’s will not drop our current ratings as a result of the Commission granting 

the Application, and our agreeing to the strict conditions imposed by Staff 

further diminishes an already unlikely event of that kind. 
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Q* 

A. 

Q* 

Even Ms. Abbott's analysis shows APS is in the Baa1 range after the $500 

million loan, (See Testimony of Susan Abbott at page 19, lines 11-13.) As a 

former Moody's employee, Ms. Abbott should know that Baal is, in fact, the 

Company's principal debt rating from Moody's and A3, which only applies 

to the Company's first mortgage bonds. Given that these mortgage bonds are 

already heavily over-collaterized (see S&P Report dated November 4, 2002, 

which is attached as Schedule BMG-1R) it is highly unlikely that they would be 

impacted by $500 million of unsecured debt. Moreover, it is possible for the 

Company to eliminate all of its first mortgage bonds mature by early 2004, and 

no new secured debt is contemplated prior to that time. 

COULD THERE BE NEGATIVE IMPACTS TO APS IF THE 
FINANCING IS DENIED? 

Yes. I explain these in my Direct Testimony. Ms, Abbott does not refute the real 

possibility of such negative impacts, which both Staff and RUCO acknowledge. 

She simply ignores it in her testimony despite the fact that these adverse impacts 

are €ar more likely to occur than those hypothesized in her testimony. 

DO THE VARIOUS CONDITIONS RECOMMENDED BY STAFF AND 
LARGELY AGREED TO BY THE COMPANY MOOT MS. ABBOTT'S 
CONCERNS THAT THE FINANCING COULD SOMEHOW HURT APS 
CUSTOMERS? 

Yes. They address both the potentially increased risk of the financing itself, 

turning it into an asset for the benefit of customers, and the remote possibility of 

the loan directly affecting APS' cost of capital in the manner hypothesized by 

Ms. Abbott in her testimony. 

MS. ABBOTT CONTENDS THAT REFINANCING THE BRIDGE DEBT 
AT PWCC IS A POSSIBILITY, ALBEIT AT A COST. DO YOU AGREE? 
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Q* 

A. 

No. Ms. Abbott cites no proof €or these statements at pages 3, line 19 and 4, line 

8 of her testimony, They also ignore the fact that one of the goals of myself, 

Staff witness Thomton, and RUCO are to avoid further down-ratings at 

PWCC-hardly consistent with Ms. Abbott’s “borrow at any cost” alternative. 

My own experience in marketing the PWCC equity issuance in mid-December 

clearly indicated to me that PWCC’s access to the capital markets on reasonable 

terms is largely contingent on a favorable ruling by this Commission on the 

Company’s Application. 

MS. ABBOTT ALSO DISAGREES WITH YOUR OBSERVATION THAT 
THE PPA ASSUMED BY RATING AGENCIES EVALUATING PWEC 
MIGHT NOT HAVE BEEN AS ATTRACTIVE AS THE ALTERNATIVE 
OF HAVING THE PWEC ASSETS UNENCUMBERRED IN THE 

12.) WHAT IS YOUR RESPONSE? 

Both my original observation and Ms. Abbott’s beliefs to the contrary are 

largely irrelevant to the unchallenged fact that PWEC did have an investment- 

grade credit rating premised on divestiture. But, in point of fact, neither of us 

will ever know for sure if we are right since there is no way to go back in time 

and present the alternatives to the rating agencies. I do submit, however, that a 

three-year PPA priced at cost between APS and PWEC, during a period when 

the former is under a rate moratorium and has no power cost adjustment 

mechanism, is not an obviously superior choice for PWEC or certainly PWCC. 

MARKET (TESTIMONY OF SUSAN ABBOTT AT PAGE 28, LINES 6- 

Faced with such a limited alternative, the unfettered ability of PWEC to sell into 

the competitive market could well have appeared more attractive than Ms. 

Abbott postulates in this portion of her testimony. 
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A. 

Q. 

A. 

Q9 

A. 

UPDATE FOR EVENTS SINCE MY OCTOBER TESTIMONY 

WHAT EVENTS HAVE OCCURRED SINCE THE FILING OF YOUR 
OCTOBER TESTIMONY THAT YOU BELIEVE ARE RELEVANT TO 
THE COMMISSION’S CONSIDERATION OF THE APPLICATION? 

I have already discussed the S&P and Fitch actions to some extent. The other 

actions of significance are the Commission’s granting of the Company’s 

Emergency Application in Docket No. E-0 1345A-02-0840, the filing of Staffs  

Recommendation in this Docket, which was concurrent with the execution of the 

Principles for Resolution (“Principles”) of Track A issues between Staff and the 

Company, the cancellation of Redhawk Units 3 and 4, and a new common 

equity issuance by PWCC. 

WHAT WAS THE FINANCIAL MARKET REACTION TO THE 
COMMISSION’S GRANTING OF THE EMERGENCY APPLICATION 
FOR APS TO LEND UP TO $125 MILLION TO PWCC? 

It was extremely positive. Goldman Sachs, Gerard Klauer Mattison, Merrill 

Lynch and others all viewed it as good news, although it is clear they are also 

expecting positive action by the Commission on the Company’s Application in 

this Docket and are obviously anxious about several issues in the upcoming APS 

rate case. 

DOES THAT TRANSACTION AFFECT THE PRESENT REQUEST FOR 
AUTHORITY TO BORROW AND LEND $500 MILLION? 

The $125 million credit line from APS to PWCC does not reduce, either 

qualitatively or quantitatively, the need for the longer-term $500 million loan. 

However, to the extent that Decision No. 65434 relieved the market’s liquidity 

concerns about PWCC, it may have made an APS loan to PWCC better received 

in the market. 
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VI. 

Q* 
A. 

WHAT ABOUT STAFF’S RECOMMENDATION IN THIS CASE? 

There was also a positive reaction to the overall recommendation. The 

conditions proposed by Staff received mixed reviews. Deutsche Bank indicated 

that they “seemed reasonable,” while Lehman Brothers called them a “low water 

mark.” Others merely noted that the conditions seemed acceptable to APS and 

thus should not be considered “deal killers.” 

WHAT ABOUT THE OTHER ACTIONS YOU HAVE CITED? 

The common equity issuance and the cancellation of the two Redhawk units 

were also deemed a plus. The Principles although noted, did not elicit any 

particularly substantive comments. 

CONCLUSION 

DO YOU HAVE ANY CONCLUDING REMARKS? 

APS is appreciative of the support it has received from both Staff and RUCO. 

Because they represent to one extent or another, APS customers in addition to 

the public, their conclusion that the Application’ should be granted, albeit with 

strict conditions, is especially meaningful. APS would ask that the Commission 

clarify the calculation of equity ratio under Condition No. 7 as discussed herein. 

The Commission should also modify Condition No. 3 to more properly and, just 

as importantly, equitably reflect the additional premium APS will collect from 

PWEC on account of this loan. That premium is no more than 150 basis points 

over a comparable secured borrowing by APS. Finally, my Rebuttal Testimony 

has addressed the concerns raised by both Staff witness Thornton and 

PanddTECO witness Abbott. I urge the Commission to act promptly and grant 
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the Company's Application as requested subject to the conditions proposed by 

Staff. 

Q. DOES THAT CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY 
IN THIS PROCEEDING? 

A. Yes, it does. 
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[Oil.-Nov-2002] Arizona Public Service Co,'s Corporate Credit Rating Lowered; Parent Pi ... Page 1 of 2 

Research: Return to Regular Format 

Arizona Public Service Co.'s Corporate Credit Rating Lowered; 
Parent Pinnacle Affirmed 
Publication date: 04-Nov-2002 
Credit Analyst: Kathryn Mock Masterson, San Francisco (1) 415-371-5009 

NEW YORK (Standard & Poor's) Nov. 4, 2002--Standard & Poor's Ratings 
Services said today it affirmed the debt securities ratings of electric 
utility Arizona Public Service Co. (APS) and lowered the corporate credit 
rating (CCR) to triple-IB' from triple-'B'-plus. At the same time, it 
affirmed the triple-'B' corporate credit rating of parent Pinnacle West 
Capital Corp. (PWCC), and lowered its triple-'B' senior unsecured debt 
rating to triple-'B'-minus. 

The downgrade of the APS CCR is the result of Standard and Poor's 
conclusion that the regulatory insulation standard is insufficient to 
warrant a separation of the CCRs between APS and PWCC. The triple-'Bi CCR 
at both entities reflects the consolidated rating of the combined entity. 

PWCC because of the structural subordination of this debt as compared to 
the unsecured debt at APS since the two are viewed as a single economic 
entity,I1 said Standard & Poor's credit analyst Kathryn Mock Masterson. 

to substantial ovzrcollateralization of the first mortgage bonds and, 
importantly, management's stated intent not to issue significant 
additional secured debt. All first mortgage bonds are callable as of March 
2004, which will allow APS to retire its old 1946 master first mortgage 
bond indenture. 

company's proposal to move $500 million of debt from PWCC to APS. Based on 
Standard & Poorfs consolidated rating methodology, the movement of debt 
from the parent to the subsidiary does not aefect the overall financial 
health of the entities. Even on a stand-alone basis, APS' financial health 
remains solidly within the triple-IB' category even with the addition of 
$500 million in debt. 

Complete ratings information is available to subscribers of 
RatingsDirect, Standard & Poor's Web-based credit analysis system, at 
www.ratingsdirect.com. All ratings affected by this rating action can be 
found on Standard & Poor's public Web site at www2.standardandpoors.com; 
under Fixed Income in the left navigation bar, select Credit Ratings 
Actions. 

"This action also results in a change in the unsecured debt rating at 

The senior secured rating of APS was affirmed at senior secured 'A-' due 

It is important to note that these rating actions are not a result of the 

Copyright 0 1994-2002 Standard & Poor's, a division of The McGraw-Hill Companies. All Rights 
Reserved. Privacy Policy 

http://www.ratingsdirect.com
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Fitch Press Release Page 1 of I 

Fitch Ratings Places PNW & APS On Rating Watch Negative Ratings 
04 Dec 2002 3:OO PM 

~~ 

Fitch Ratings-New York-December 4, 2002: Fitch Ratings has placed the debt ratings of Pinnacle West Capital 
Corp. (PNW) and its operating utility subsidiary, Arizona Public Service Company (APS) on Rating Watch 
Negative. The Rating Watch affects PNWs 'BBB' senior unsecured debt 'F2' commercial paper ratings, APS's 
'A-' senior secured and 'BBB+' senior unsecured debt ratings. APS's 'F2' Commercial Paper rating is affirmed by 
Fitch. 

The Rating Watch Negative for PNW reflects concern over the company's ability to refinance $790 million of 
maturing debt issued to finance power plant development at its independent power subsidiary, Pinnacle West 
Energy Company (PWEC), increasing exposure to merchant energy markets, and the uncertain regulatory 
treatment of 1,800 mw of new generation. The Negative Rating Watch for APS reflects regulatory uncertainty 
and the potential increase in leverage related to PNWs plan to issue debt at APS. APS recently received 
approval to provide a $125 million line of credit to PNW, and has requested Arizona Corporation Commission 
(ACC) approval to issue $500 million of unsecured debt (or to guarantee a similar amount) with the intent to use 
the proceeds to pay down maturing PNW debt. The incremental debt would be less problematic if it ultimately 
becomes part of the cost of transferring and rate-basing PWEC's generation at APS 

PNWs original plan to issue debt at PWEC is no longer possible due to the ACC's decision to block the transfer 
of APS' generating capacity to PWEC Also affecting PNWs refinancing plan are depressed wholesale power 
markets, a restrictive capital market environment, and PWEC's relatively small generation portfolio (1,300 mWs 
in operation). The planned asset transfer was in accordance with the ACC-approved electric industry 
restructuring settlement. The ACC's decision in Track A of its generic review of electric competition blocked the 
transfer of the generation assets from APS to PWEC, and was silent on the status of 1,800 mWs of unregulated 
generation capacity built by PWEC to meet APS demand growth. 

With PWEC unable to fund itself, PNW is relying on the utility to refinance the majority of the $790 million of 
bridge financing debt maturing over the next 14 months through an inter-company loan. If an inter-company loan 
is authorized by the ACC, the proceeds will be transferred to PNW and used to reduce parent-company debt. It 
is unclear whether the ACC will approve the company's $500 million financing request. Failure to obtain the 
inter-company loan or access alternate sources of funding would result in a downgrade of PNW. 

Contact: Philip Smyth 1-212-908-0531 or Robert Hornick 1-212-908-0523, New York 

Media Relations: Matt Burkhard 1-21 2-908-0540, New York. 
Copyright 0 2002 by Fitch, Inc., One State Street Plaza, New York, New York 10004. All rights reserved 

hitp://~~~~,~-tchra~ings.comlcreditdesWpress~releases/~etail.cfm?print= 1 &pr_id=77470 1 2/27/2002 
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Fitsh Press Release Page 1 o f 2  

Fitch Comments On Staff Testimony In APS Financing Request Ratings 
17 Dec 2002 2:05 PM 

~ ~- 
Fitch Ratings-New York-December 17, 2002: Recent testimony filed by the staff of the Arizona Corporation 
Commission (ACC) supporting Arizona Public Service Company's (APS) requested financing order is positive 
for the credit quality of Pinnacle West Capital Corp. (PNW), according to Fitch Ratings. The financing order 
seeks authority to issue $500 million of unsecured debt. Proceeds would be used to refinance maturing parent 
company debt incurred to fund power plant development at its non-regulated subsidiary Pinnacle West Energy 
Corp. (PWEC). If ultimately approved by the ACC, the financing would provide sufficient liquidity for PNW to 
meet debt maturities in 2003. In combination with the 'Principles of Resolution' agreed to by the Staff and APS 
(and discussed below), the staff testimony also lends some clarity to the regulatory process in Arizona and 
signals a reasonable working environment with the ACC Staff. Fitch recently placed the 'BBB' senior unsecured 
debt ratings of PNW on Rating Watch Negative citing concern over the company's ability to refinance $790 
million of maturing over the next 14 months, increasing exposure to merchant energy markets, and the uncertain 
regulatory treatment of 1,800 mw of new generation The Rating Watch Negative at PNW could be resolved 
favorably if the financing order were approved by the ACC in combination with a demonstration by the company 
of access to capital markets at reasonable rates. The transfer of PWEC capacity to APS and its inclusion in 
rates would also be favorable. 

The impact of the staff recommendation on APS' ratings (listed below) will depend on the ultimate treatment of 
the 1,800 mw of capacity currently owned by PWEC. The current Negative Rating Watch for APS reflects the 
potential increase in leverage related to PNWs plan to issue debt at APS and regulatory uncertainty over the 
company's upcoming rate case and the process for securing future power supply. In revising the Rating Watch 
for APS to Negative from Stable on Dec. 4, 2002, Fitch noted that increased utility debt would be less of a 
concern if it is part of the cost of acquiring and ultimately rate basing the 1,800 mWs of PWEC generating 
capacity 

On Friday, Dec. 13, 2002, the ACC Staff filed testimony supporting APS's request for authorization to issue 
$500 million of unsecured debt, with the intent to use the proceeds to repay maturing PNW debt. Separately, the 
Staff and APS have agreed to principles for resolving certain issues raised by APS in its appeal of the 
Commission's Track A order. Under the resolution, APS would limit any prospective Track A appeal to the 
following issues, which would be appropriate for consideration by the commission in the company's 2003 base 
rate case: 1) the inclusion of 1,800 mWs of generation constructed by PWEC to meet APS demand growth; 2) 
the appropriate treatment of $234 million of pre-tax asset write-off agreed to by APS as part of the 1999 
settlement agreement; and 3) the appropriate treatment for costs incurred by APS in preparation for the transfer 
of generation assets to PWEC. 

PNWs original plan to issue debt at PWEC is no longer possible due to the ACC's decision to block the transfer 
of APS' generating capacity to PWEC. Also affecting PNWs refinancing plan are depressed wholesale power 
markets, a restrictive capital market environment, and PWEC's relatively small generation portfolio (1,300 mWs 
in operation). The planned asset transfer was in accordance with the ACC-approved electric industry 
restructuring settlement. The ACC's decision in Track A of its generic review of electric competition blocked the 
transfer of the generation assets from APS to PWEC, and was silent on the status of 1,800 mWs of unregulated 
generation capacity built by PWEC to meet APS demand growth. 

Pinnacle West Capital's ratings are as follows: 

--Senior unsecured 'BBB'; and, 

--Commercial paper 'F2'. 

' . .? .. "" 
8% i 

hrtp:i!t"y.~~,~itehra~ings.com/creditdesk/press_releasesideta~l.cfm?print=l&pr - id=78341 12/27/2002 



Pinnacle West Capital Corp. 

Senior Senior Last 
Secured Unsecured Short-Term Watch Review e d 

Philip W. Smyth, CFA 
1 212 908-0531 
philip.smyth@fitchratings.com BBB F2 Negative 12/02 

Arizona Public Service Co. 

Philip W. Srnyth, CFA Senior Senior Last 
1 212 908-0531 
uhiliu smvthk3fitchratinos.com A- EBB+ F2 Neqative 12102 

Secured Unsecured Short-Term Watch Reviewed 

used to refinance m 
oower ulant develo 
PWEC. 'If ultimately 'approved by the ACC. the financing wouk 
provide sufficient liquidity for PNW to meet debt maturities in 2003.. 

At APS, the Rating Watch Negative status is due to regulatory 
uncertainty and the potential increase in leverage related to PNW's 
plan to issue debt at APS to refund maturing bridge-debt at the 
parent, The impact of the financing order on APS, if it is approved by 
the ACC, will depend on the treatment of 1,800 MWs of PWEC 
generating plant. The incremental APS debt would be less 
problematic i f  it ultimately becomes part of the cost of transferring 
and rate-basing PWEC generation at the utility. The support of the 
Arizona Corporation Commission (ACC) staff for APS's recent 
financing order along with an agreement between APS and staff 
regarding Track A issues appropriate for commission consideration 
lends some clarity to the regulatory process in Arizona and signals a 
reasonable working environment with the ACC staff 

What could lead to positive rating action? 
For PNW, successful execution of $500 million inter-company 
loan in combination with a demonstration by the company of 
access to capital markets at reasonable rates. 
Alternatively, success of contingency plans to meet refinancing 
needs. 
For APS, ability to rate base PWEC generation to offset potential 
increase in debt 

W What could lead to negative rating action? 
Inability of PNW to access capital markets in early-2003. 
Exclusion of PWEC capacity from utility rate base, combined 
with continued poor merchant market fundamentals. 
Major unscheduled nuclear outage or nuclear accident at Palo 
Verde. 

Gross Debt at  Sept. 30,2002: 
PNW (Group): $3,863mil 
PNW (Parent level) $l,073mil 
APS $2,632mil 

Off-Balance Sheet Debt' a t  Sept. 30,2002: 
PNW (Group) c $406mil 

Available Liquidity. a t  Sept. 30 2002: 
PNW c $278mil 

Including cash of $28mil 
c $259rnil APS 

Including cash of $9mil 

Credit Facilities Expiring in 2003: 
PNjN $125mil (12103) 
APS $250mil (6/03j 

Debt Maturing in 2003: 
PNW Bridge loan $300mil (7/03) 

$250mil (8/03) 
$25mil (12/03) 

APS Nil during 2003 

* Fitch calculations 
Rating action change in Outlook, instigation of a Rating Watch or change in rating level Revision of an Outlook from Negative to Stable. or removal 
from Rating Watch and instigatan of a Stable Outlook would constitute positive rating action Off-balance sheet includes leasing agreements, tolling 
agreements, prepayment contracts, guarantees and similar undertaking More details can be obtained from the analyst named above 

Liquidity Comment as per December 17, 2002 

mailto:philip.smyth@fitchratings.com
http://smvthk3fitchratinos.com
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Q. 
A. 

Q* 

A. 
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DIRECT TESTIMONY OF ARTHUR H. TILDESLEU 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

(Docket No. E-0 1345A-02-0707) 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Arthur H. Tildesley. I am a Managing Director of Salomon 

Smith Barney Inc. (“SSB”). My business address is 388 Greenwich Street, 

New York, New York 10013. 

COULD YOU BRIEFLY DESCRIBE THE BUSINESS OF SSB AND 
INDICATE WHAT YOUR RESPONSIBILITIES ARE AS A 
MANAGING DIRECTOR OF SSB? 

SSB is one of the world’s leading securities firms with expertise in the full 

spectrum of capital raising and financial advisory services. SSB is a 

wholly-owned subsidiary of Citigroup - the world’s largest financial 

institution with total assets of over $1 trillion and a presence in over 100 

countries worldwide. 

I joined the Investment Banking Division of Salomon Brothers, one o f  the 

predecessor companies of SSB, in 1986. Currently, I am a Managing 

Director and Co-Head of SSB’s North American Power Group. I have 

primary relationship responsibility with regard to a broad number of 

companies in the power sector, including Arizona Public Service (“APS”) 

and its parent company, Pinnacle West Capital Corporation (“PWCC7’). My 

experience includes over one hundred debt, preferred and equity financing 

transactions and numerous strategic advisory and merger and acquisition 

assignments involving top 25 utilities (ranked by siz,e). Those assignments 

include advising PacifiCorp on the merger with Scottish Power, Florida 

Progress on its combination with Carolina Power and Light and most 

SALOMONSMITHB~RNEY 
Amemberol citlqmupi 
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A. 
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recently, advising Western Resources on its proposed split-off of its 

unregulated businesses. My biography setting forth my qualifications is 

attached as Appendix A, 

WHAT IS THE RELATIONSHIP BETWEEN SSB AND APS? 

A. SSB has a long-standing relationship with APS and its affiliates. Since 

1990, SSB has participated in 26 public debt offerings for APS, including ten 

offerings in which SSB acted as a bookrunner and 16 offerings as a co-manager. 

The total amount of debt capital raised in these transactions aggregated to $3,868 

million. In addition, Citigroup, through its lending subsidiary, has a lending 

relationship with APS and PWCC. Citigroup has been a participant in APS’ 

credit facilities for more than a decade. Citigroup currently participates in both 

APS and PWCC’s existing credit facilities. I would also note that SSB currently 

has investment banking relationships with, and Citigroup is a lender to, 

many other utilities and merchant generating companies, including those 

with operations in the State of Arizona. 

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN 
THIS PROCEEDING? 

In light of the Arizona Corporation Commission’s (“ACC”) decision on 

August 27, 2002 reversing both its requirement that Arizona utilities divest 

their generation assets and its previously unqualified approval for the 

transfer of APS generation to PWEC, SSB was asked by APS to address 

the following questions: 

1. Does Pinnacle West Energy Corporation (“PWEC”) presently have 

access to the capital markets on a standalone or non-recourse basis? 



e 

Q. 

A. 

:- 

4 

2, Do we believe that PWCC is likely to experience a credit rating 

downgrade if no action is taken to refinance the debt incurred at PWCC 

+r. tp mpcmmly finance the construction of PWEC generation assets (“the 

Bridge Debt”) at an operating company level, either APS or PWEC? 

3. Is a financing plan involving an intercompany loan or guarantee 

provided by APS to PWEC feasible in the current capital markets 

environment? 

4. What is the impact on the credit quality of APS of the proposed 

intercompany loan or guarantee by APS to PWEC? 

CAN YOU DESCRIBE HOW YOU WENT ABOUT FORMULATING 
YOUR FINDINGS AND CONCLUSIONS? 

Yes. First, we relied only on data available to us from public sources. SSB 

worked independently from the internal analyses being undertaken by APS 

and PWCC. Second, we did not attempt to evaluate PWEC’s ability to 

actually service a loan for $500 million - we simply assessed whether in 

our opinion PWEC could obtain a $500 million loan from non-affiliated 

sources without credit support from APS. In fact, for purposes of 

determining the impact on APS, we assumed no repayment capacity at 

PWEC. Third, we analyzed the feasibility of an alternative financing plan 

involving either an intercompany loan or a guarantee provided by APS to 

PWEC, allowing the Bridge Debt to be refinanced. We did not make a 

specific recommendation to APS as to the loan versus guarantee 

alternatives. That determination is better left until closer to the actual 

transaction date, when more is known as to the receptivity of the financial 

markets to both of these potential transactions. Fourth, and for largely the 

same reasons as my third point, SSB did not attempt to formulate an 



e opinion on the type of debt security that either APS OF PWEC should 

employ, the maturity thereof, or any of the other specific terms and 

conditions of issuance, APS also has very considerable experience in these 

matters and can make these determinations in consultation with the 

underwriters of this debt when it comes time to put together an actual 

financing package. 

Q. 

A. 

DOES PWEC HAVE ACCESS TO THE CAPITAL MARKETS ON A 
STANDALONE BASIS? 

No. Under current market conditions, PWEC would be unable to raise 

significant debt financing on a standalone or non-recourse basis. The 

reversal of the initial plan to transfer APS generation assets to PWEC 

substantially altered the business and credit profile of PWEC. Without the 

transfer of the APS generation assets or the establishment of some form of 

power purchase agreement (“PPA”), the business profile and credit quality 

of PWEC would be viewed as very weak. PWEC would be a pure merchant 

generating company with a relatively small asset portfolio (less than 2,000 

MW operating or nearing completion) of intermediate and peaking assets 

concentrated in the Arizona market. It is our view that such a portfolio is 

not debt financeable in any meaningful amount in today’s marketplace. 

The financial markets are aware that forward power prices have declined 

significantly in the region over the past year and that there is a substantial 

amount of new generating capacity being added in Arizona. Investors are 

concerned about the potential for an overbuilt market in Arizona. the 

potential that power prices could remain soft in the state, and the 

implications for PWEC’s ability to service debt as a standalone entity 

without the APS generation. 

5 



The current difficulty in raising capital to finance merchant generation is 

highlighted by the dearth of pure merchant financing in either the bank or 

bond markets since the fourth quarter of 200 1. Standard and Poor’s has 

indicated that they, in fact, believe this challenging environment will 

persist: 

“The overcapacity will eventually be worked down through 

demand growth or retirement of older, less-efficient 

generating units. However, in the short term, neither of 

these trends will likely occur to the extent necessary to 

encourage investors to lend eagerly to this sector.” S&P, 

Refinancing Risk in the U.S. Power Sector-The 

Preponderance of Mini-Perm Debt, September 6 ,  2002 

(italics added for emphasis) 

Q. DO YOU BELIEVE THAT PWCC IS LIKELY TO EXPERIENCE A 
CREDIT RATING DOWNGRADE IF NO ACTION IS TAKEN TO 
REFINANCE THE BRIDGE DEBT AT AN OPERATING COMPANY 
LEVEL? 

The present inability of PWEC to fund on a standalone or non-recourse A. 

basis in the bank loan or public debt markets absent the APS generation 

may well have adverse credit consequences for the entire Pinnacle West 

family of companies. The construction program at PWEC was funded 

through borrowings at PWCC on an “interim” or “bridge” basis. The parent 

company was intended to serve as a temporary vehicle for funding in 

advance of a permanent refinancing at PWEC after the transfer of the 

generation assets from APS. This strategy was well recognized by the 

rating agencies and fixed-income investors. 

6 



“Additionally, approximately $800 million to $900 million of 

financing will be provided to PWEC for construction of the 

2,700 megawatts of new natural gas capacity. 

Approximately, $300 million has already been raised by 

PNW, the parent, in a recent bond offering (6.40% Senior 

Notes due 2006 rated Baa2) ...” Moody’s, April 18, 2001 

(italics added for emphasis) 

The debt issuance at the parent provided a flexible and cost-effective 

financing mechanism prior to the transfer of the APS assets. All debt 

instruments issued by the parent company had short maturities (less than 

five years) and prepayment options in contemplation of a refinancing at 

PWEC. Figure 1 provides a summary of the public debt raised at PWCC 

since March 200 1 : 

Figure 1. Summary of PWCC Public Debt Issued Since March 2001 
(as of October 8,2002) 

Issue Amt 
Date Maturity ($MM) Coupon Prepayment Option 
7/26/0 1 8/1/2003 $250 LIBOR+98 bp Callable at par on each 

2/05/02 2/9/2004 215 4.50% Make-whole call at T+25 
3/21/01 4/1/2006 300 6.40% Make-whole call at T t30  

payment date 

Total $765 
Note: Table excludes privately placed note and bank debt. 

Moody’s states that if the debt remains at PWCC, the current Baa2 rating 

could be lowered. In a report dated September 10, 2002, Moody’s 

comments that: 

“The rating outlook [for PWCC] is stable and assumes the 

Pinnacle bridge Jinancing is rejnanced at an operating 

7 



subsidiary in the intermediate term. Failure to do so 

could have negative rating implications.” (italics added 

for emphasis) 

Q. 

A. 

WHAT IS THE IMPACT OF AN INTERCOMPANY LOAN OR 
GUARANTEE TO PWEC ON THE CREDIT QUALITY OF APS? 

SSB has reviewed APS’ proposed alternative financing plan. The plan 

contemplates that APS would provide an intercompany loan or credit 

guarantee to PWEC until the time when PWEC would be positioned to 

obtain standalone financing on acceptable terms. PWCC will continue to 

have a significant equity investment in PWEC. 

Under the plan, PWCC will pursue one or both of the two options. Each is 

explained below. 

The first option Contemplates APS extending a $500 million intercompany 

loan to PWEC. PWEC will use the proceeds from the loan to pay a 

dividend to PWCC with the cash used to pay down debt at the parent 

company level. In order to fund the loan to PWEC, APS will issue $500 

million of public debt. Debt service obligations of APS will be met 

through the payments received from PWEC on the intercompany note. An 

intercompany borrowing by PWEC from APS provides an attractive 

solution from an execution point of view. It capitalizes on APS’s strong 

market access and efficient borrowing cost, benefits from investors’ 

familiarity with APS story and offers a simple and transparent structure 

easily understood by investors. 

Under the second option, the $500 million financing will be obtained by 

PWEC in the public bond or bank loan market. In order to make such 

8 



financing viable, APS will provide an intercompany guarantee for the notes 

issued by PWEC. The guarantee will cover periodic interest payments and 

repayment of principal. While this structure may be perceived by investors 

as somewhat more complex and may be marginally more expensive than an 

intercompany loan, it has the benefit of the notes being issued directly by 

PWEC. 

I 

Our analysis indicates that APS business fundamentals and credit statistics 

are strong, and we believe that APS has sufficient credit capacity to provide 

an intercompany loan or guarantee to PWEC in the amount of $500 

million without impairing fundamental utility credit quality. The table 

below summarizes credit statistics of APS as compared to the S&P credit 

statistics guidelines. 

Figure 2. Credit Statistics for APS 

FFO Interest Coverage 4 . 0 ~  3 . 6 ~  3.5x 2 . 1 ~  - 3 . 1 ~  
FFO I Total Debt 17.2% 14.9% 14.2% 14% -20% 
Total Debt I Total Capitalization 56.6% 60.6% 60.6% 53% - 61% 
EBiT I Interest 4.5x 3 . 2 ~  3 . 2 ~  1 . 8 ~  -2 .8~ 

Source: APS public filings and Standard & Poor’s. 
Based on APS balance sheet data as of 6/30/2002 and the FFO and Interest for the 12 
months ended 613012002. 

There may be an additional benefit of the alternative financing plan. The 

credit quality of a vertically integrated electric utility typically reflects the 

perceived supportiveness of regulation. Rating analysts and bondbuyers 

9 

prefer predictability and stability, i.e. “no surprises.” The alternative 
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A. 

financing plan would be viewed by market participants as a constructive 

regulatory action that would help offset to the uncertainty created by the 

reversal in the divestiture plan, 

ARE THE INTERCOMPANY LOAN AND GUARANTEE 
PROPOSALS FINANCEABLE IN CURRENT MARKETS 
ENVIRONMENT? 

Based on SSB’s review of current public debt and bank loan market 

conditions, we believe that the proposed financing alternatives, involving 

either the intercompany loan or the guarantee, would be financeable in the 

public debt or bank loan market. 

WHAT DOES YOUR ANALYSIS CONCLUDE? 

Based on our analysis, we have come to three basic conclusions: 

1. 

2. 

3. 

If PWEC is not able to obtain new debt financing on a 

standalone or non-recourse basis, and therefore the PWCC 

Bridge Debt must be refinanced at the parent level as 

permanent parent debt, it is possible that the credit quality of 

PWCC will suffer. 

PWEC does not have access to third-party debt financing on 

a non-recourse basis in any meaningful amount. 

The alternative financing plans of either an intercompany 

loan or a guarantee from APS to PWEC provides a 

financeable and cost-effective transition plan for continuing 



Q* 

A. 

the fknding of the PWEC generation. Our analysis confirms 

that APS has excess debt capacity sufficient to allow it to 

borrow approximately $500 million without significant 

impact on the current credit quality of APS. We further 

expect that a supportive action by the ACC would be viewed 

positively by financial market participants as a constructive 

regulatory action that would help offset to the uncertainty 

created by the ACC’s reversal of the divestiture plan. 

DOES THAT CONCLUDE YOUR WRITTEN DIRECT 
TESTIMONY IN THIS PROCEEDING? 
Yes, it does. 



APPENDIX A 

Biography of Arthur H. Tildesley, Jr. 

Managing Director and Co-Head of the Global Power Group, New 

York. Mr. Tildesley joined Salomon Brothers in August 1986, 

served as a generalist in the Corporate Finance Department, 

completed a dedicated rotation on the Capital Markets Desk, and 

joined the Global Power Group in mid- 1988. 

Mr. Tildesley 's experiences include over one-hundred debt and 

preferred financing transactions and numerous strategic advisory and 

merger and acquisition assignments involving top 25 utilities 

(ranked by size). Those assignments include advising PacifiCorp on 

the merger with Scottish Power, Florida Progress on its combination 

with Carolina Power and Light and most recently, advising Western 

Resources on its proposed split-off of its unregulated businesses. 

Mr. Tildesley received a B.S. in Accounting from Widener 

University in 1982 and an M.B.A. from Harvard Business School in 

1986. Prior to joining Salornon Brothers, he worked with Arthur 

Young & Co. in New York for two years. 
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REBUTTAL TESTIMONY OF ARTHUR H. TILDESLEY 
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY 

( D o c k e t  No. E-01345A-02-0707) 

INTRODUCTION 
Q. 

4. 

Q. 
4. 

Q. 
4. 

Please state your name, occupation, and business address. 

My name is Arthur H. Tildesley. I am a Managing Director of Salomon Smith Barney 
Inc. (“SSB”). My business address is 388 Greenwich Street, New York, New York 
10013. 

Have you previously submitted written direct testimony in this proceeding? 

Yes. 

What is the purpose of your rebuttal testimony? 

The purpose of my testimony is to address certain points in Staff witness John S. 

Thornton, Jr.’s testimony, filed on December 13,2002. More specifically, I will respond 

to: 
\ .h his conclusion that the potential weakening in Arizona Public Serb ice 

Company’s (APS) financial ratios resulting from the issuance of an 

additional $500 million of debt is significant and would negatively impact 

the Company; 

his statement that my conclusions on the limited ability of Pinnacle West 

Energy Corporation (PWEC) to access financing are “speculative and 

unsupported by documentation;” and 

his assertion that my conclusions regarding the impact of PWEC market 

access on Pinnacle West Capital Corporation (PWCC) credit quality are 

“speculative and unsupported by documentation.” 
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SUNIlMAR’li OF CONCLUSlONS 
Q. Briefly summarize yoilrlr re 

A. The conclusions in my testimony were backed by significant and credible evidence at tk 

time of its filing and my testimony filed on October 1 1,2002, is still valid in every 

respect. I also have obtained and provide further evidence from the period after October 

11,2002 to support my initial conclusions. 

COMMENT ON THE TESTIMONY OF MR. THORNTON 
Q* 

A. 

In yo& testimony filed on October 11,2002, you state that you believe that a $500 
million intercompany loan from APS to PWEC will not impair fundamental utility 
credit quality. Are you still of the same opinion? 

Yes, I am. As I stated in my testimony filed on October 11,2002, our own financial 

analysis indicates that APS business flindamentals and credit statistics are quite strong, 

and that APS has sufficient credit capacity to provide an intercompany loan to PWEC in 

the amount of $500 million without impairing fundamental utility credit quality. This 

conclusion was based on our analysis showing that APS’ credit statistics pro forma for a 

$500 million loan would remain within the ranges specified by S&P for a BBB rating. 

(Please see pp. 8-1 0 of my October I 1,2002 direct testimony.) Rating agencies establish 

such ranges and use them as only one of several factors in assessing a company’s credit 

rating. Other factors that are taken into consideration include, but are not limited to, the 

quality of regulation, the quality of management and the company’s competitive position 

The rating agencies have made it clear that the rating process takes into account a broad 

analysis of business and financial risk, and that no single factor, including financial ratio5 

can be used to exclusively determine a credit rating. 

In his testimony, Mr. Thornton states that he disagrees with your conclusion 
regarding the impact on APS, and that “the potential reduction in APS’ financial 
ratios is significant an would negatively impact the Company.” What is your 
response? 
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A. 

2. 

9. 

In addition to the analysis referred to in the previous question, I would refer to a report 

released by Standard & Poor’s (§&I-’) after i filed my original testimony on October 1 1 ~ 

2002, This report directly supports the view I expressed in my testimony on the potential 

impact on the credit quality of APS. 

On November 4,2002 S&P released a report on APS that stated: 

Based on Standard & Poor’s consolidated rating methodology, the 
movement of debt from the parent to the subsidiary does not affect the 
overall financial health of the entities. Even on a stand-alone basis, 
APS ’financial health remains solidly within the ‘BBB ’ category even 
with the addition of $500 million in debt. ... Liquidity [at the 
consolidated entity] is adequate, but will fall to slim levels in mid-2003 
when the $550 million comes due. The company intends to redeem this 
debt with the $500 million issue at APS, which will be loaned to PWEC 
to repay most of the financing. Dividends from APS and SunCor in 
2003 and 2004 are expected to be sufficient to repay the remaining 
amounts. The current ratings reflect the assumption that this repayment 
will occur and that the $500 million will be issued at APS. The stable 
outlook reflects the assumption that the ACC will approve the 
application by P WCC to issue up to $500 million at APS to repay a 
portion of the $750 million bridge financing at PWCC that was done to 
build assets at PWEC, as required by the 1999 settlement agreement 
with the ACC. 

S&P Summary Analysis - Arizona Public Service Co., November 4, 2002 (italics 
added for emphasis) 

In your original testimony, you state that “PWEG does not have access to third-pari 
debt financing on a non-recourse basis in any meaningful amount.” M r .  Thornton 
calls your statement “speculative and unsupported by documentation.” How do you 
respond? 

In 2003, PWEC will operate as a pure merchant generating company, meaning they have 

no long-term contracts for the sale of output or capacity from their generating facilities. I 

stated in my initial testimony that there have been no pure merchant financings in either 

the bank or bond markets since the fourth quarter of 2001, and this still remains true. 

Investors are unwilling to lend capital against merchant generation assets due to concern: 

over low wholesale power prices. The statement from S&P quoted in my initial testimon: 

still holds true: 
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The overcapacity will eventually be worked down through demand 
growth or retirement of older, less-efficient generating units. However. 
in the short term, neither of these trends will likely occur to the extent 
necessary to encourage investors to lend eagerly to this sector. 

S&P, Refinancing Risk in the U.S. Power Sector - The Preponderance of Mini-Perm 
Debt, September 6 ,  2002 (italics added for emphasis) 

Furthermore, I would like to point to a recent report from Fitch Ratings (Fitch), 

which was released on December 17,2002, in response to the filing of 

testimony by the staff of the ACC. In this report, Fitch writes: 

“PNW’s original plan to issue debt at P WEC is no longer possible due 
to the ACC s decision to block the transfer of APS ’ generating capacity 
to P WEC. Also affecting PNW’s refinancing plan are depressed 
wholesale power markets, a restrictive capital market environment, and 
PWEC’s relatively small generation portfolio (1,300 MWs in 
operation).” 

Fitch Ratings Comments on Staff Testimony in APS Financing Request, December 17, 
2002 (italics added for emphasis) 

Has Mr. Thornton offered any evidence of his own that PWEC could currently 
access capital markets in any meaninghl fashion? 

No. 

Has there been any change in the financial markets since you filed your original 
testimony that would make you reconsider your statement regarding the lack of 
access to the capital markets €or PWEC on a standalone basis? 

No, there has not. There have been no new financing in the bank or public bond markets 

of pure merchant generating assets since I filed my original testimony. In addition, the 

outstanding debt of the companies whose business is predominantly merchant generation 

continues to trade at credit spreads indicating that new issuance would not be possible. 
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Q* 

A. 

a. 

4. 

In  his testimony, Mr. Thornton points out that your statement regarding the lack o 
access to the capital markets for PWEC on a standalone basis “was not supported E 
any documentation of PWEC efforts to raise significant debt financing.” Is it 
“speculative” to come to a conclusion on this topic without actually having tried to 
raise financing at PWEC? 

No, it is not. An important part of the work we do at Salomon Smith Barney is related to 

assessing the feasibility of potential financing transactions and the rate at which we 

believe any financing will price once it is launched. This work is performed routinely 

throughout our institution and for a wide variety of clients and types of financings. We 

are the largest underwriter of debt securities in the world having raised over $429 billion 

in 2001, and more specifically, we are the largest underwriter of investment grade debt 

securities in the U S .  power sector, raising nearly $15 billion in 2001. We also 

consistently rank as the number one or two arranger of syndicated bank loans to the U.S. 

power sector. As such, we are well-positioned to be able to evaluate the market appetite 

for different issuers and types of securities. 

In addition, prospective borrowers do not normally test the credit markets to find out 

whether they can borrow funds on commercially reasonable terms. The cost of a failed 

issuance can be extremely high in terms of future financial credibility, and prudent 

borrowers do not attempt to secure financing unless there is a high probability of success. 

In your original testimony you conclude that the credit quality of PWCC might 
suffer if PWEC is not able to obtain new debt financing on a standalone or non- 
recourse basis. In his testimony Mr. Thornton calls this statement “speculative and 
unsupported by documentation.” What is your response to Mr. Thornton’s 
comments? 

As I stated in my original testimony, I believe that the inability of PWEC to fund on a 

standalone or non-recourse basis in the bank loan or public debt markets may have 
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Q. 
4. 

adverse credit consequences for PWCC. This view was supported among other things by 

the following statement from Moody’s: 

The rating outlook [for PWCC] is stable and assumes the Pinnacle 
bridge financing is refinanced at an operating subsidiary in the 
intermediate term. Failure to do so could have negative rating 
implications. 

Moody’s Opinion Update on PWCC, September 9,2002 (italics added for emphasis) 

Does this conclude your written rebuttal testimony in this proceeding? 

Yes, it does. 
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Pinnacle West Capital Corporation 

United States 

Ratings 

Category 
Issuer Rating 
Senior Unsecured 
Subordinate Shelf 
Preferred Shelf 
Commercial Paper 
Arizona Public Service Company 
Issuer Rating 
First Mortgage Bonds 
Senior Secured 
Senior Unsecured 
Subordinate Shelf 
Commercial Paper 

Contacts 

Analyst 
A.J. SabatellelNew York 
Mo Ying W. SetoiNew York 
Daniel GateslNew York 

Global Credit Research 
Opinion Update 

30 DEC 2002 

Moody's Rating 
Baa2 
Baa2 

(P)Baa3 
(P)Eial 

P-2 

Baal 
A3 
A3 

Baal 
(P)Baa2 

P-2 

Phone 
1.212.553.1653 

Opinion 

Rating Rationale 

The Baa2 senior unsecured rating of Pinnacle West Capital Corporation (PWCC) reflects the strength of its 
principal subsidiary, Arizona Public Service Company (APS: Senior Unsecured Debt at Baal ), its growing service 
territory, the utility's predictable cash flow, and a conservative dividend payout ratio. The rating factors in the level 
of structural subordination that exists relative to subsidiary debt. 

PWCC faces refinancing risk, particularly in 2003, when approximately $500 million of holding company debt is 
due. ACC approval of the below outlined financing application should help to address this refinancing concern at 
the parent. 

Recent Developments 

On 12/13/02, the Arizona Corporation Commission staff (ACC staff) recommended approval of the APS financing 
application including the ability of APS to lend Pinnacle West Energy (PWE) up to $500 million under predefined 
terms. These terms include. among other things, that the loan be secured by PWE assets, and that APS maintain 
a common equity ratio of at least 40%. ACC hearings will begin in January 2003. 

Also. on 1211 3/02 the ACC staff and APS agreed in a separate document that it would be appropriate for the ACC 
to consider in APS' upcoming general rate case whether certain power plants currently owned by PWE should be 
included in APS' rate base. 
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On 12/23/02, PWCC raised approximately $200 million in net proceeds from the sale of common stock. The 
proceeds were used for debt reduction at PWCC. 

Rating Outlook - Stable 

PWCC's rating outlook is stable and incorporates the view that the ACC will adopt the staff recommendation 
concerning the APS financing application, which should allow for a successful refinancing of PWCC debt. 

0 Copyright 2002 by Moody's Investors Service, 99 Church Street, New York, NY 10007. All rights reserved. 
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Opinion Update: Arizona Public Service  an^ 

Arizona Public Service Company 

Phoenix, Arizona. United States 

Globai Credit Research 
Opinion Update 

30 DEC 2002 

Ratings 

Category 
Issuer Rating 
First Mortgage Bonds 
Senior Secured 
Senior Unsecured 
Subordinate Shelf 
Commercial Paper 
Parent: Pinnacle West Capital Corporation 
Issuer Rating 
Senior Unsecured 
Subordinate Shelf 
Preferred Shelf 
Commercial Paper 

Contacts 

Analyst 
A.J. Sabatelle/New York 
Mo Ying W. SetolNew York 
Daniel Gates/New York 

Moody's Rating 
Baa 1 

A3 
A3 

Baa 1 
(P)Baa2 

P-2 

Baa2 
Baa2 

(P)Baa3 
(P)Bal 

P-2 

Phone 
1.212.553.1653 

Opinion 

Rating Rationale 

Arizona Public Service Company's (APS) senior secured debt rating of A3 and its senior unsecured debt rating of 
Baal reflects strong cash flows, a robust service territory, a low number of industrial customers, and modest 
leverage. The rating also recognizes the historically less predictable regulatory environment in Arizona but also 
notes APS's ability to effectively operate against this backdrop. Moody's considers APS's senior unsecured rating 
to be the company's reference rating since nearly 80% of APS's total debt is senior unsecured debt and first 
mortgage debt continues to decline as a component of the company's capital structure. 

Recent Developments 

On 12/13/02, the Arizona Corporation Commission staff (ACC staff) recommended approval of the APS financing 
application including the ability of APS to lend Pinnacle West Energy (PWE) up to $500 million under predefined 
terms. These terms include, among other things, that the loan be secured by PWE assets. and that APS maintain 
a common equity ratio of at least 40%. ACC hearings will begin in 01/03. The ACC staff and APS also agreed in a 
separate document that it would be appropriate for the ACC to consider in APS' upcoming rate case whether 
certain power plants currently owned by PWE should be included in APS' rate base. 

On 12/23/02, APS' parent, Pinnacle West Capital Corp. (PWCC) raised about $200 million in net proceeds from 
the sale of common stock. Proceeds were used for debt reduction at PWCC. 

Rating Outlook - Stable 

http:i /www.moodys.com/moodys/cust/research/vOp~n~on%2OUpda~el62OO. . . 1 213012002 
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APS's rating outlook is stable and incorporates the view that the ACC will adopt the staff recommendation 
concerning the APS financing application and other Track A issues. Moody's notes that while APS' coverages may 
decline if the financing application is approved, the resulting credit metrics should remain consistent with the 
current rating, particularly when one considers the benefits to bondholders of having APS remain vertically 
integrated. 

0 Copyright 2002 by Moody's Investors Service, 99 Church Street, New York. NY 10007. All rights reserved. 

http://www.moodys.com/moodyslcustiresearch/venus/Opinion/0pinion%2OUpdate/6200. . . 1 2/30;2002 

http://www.moodys.com/moodyslcustiresearch/venus/Opinion/0pinion%2OUpdate/6200
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Opinion Update: finnacle West Capital Corporation 

Pin n acte West Capital Corpora tion 

United States 

Ratings 

Glo ba 1 Credit Research 

9 SEP 2002 
Opinion Update 

Category 
Issuer Rating 
Senior Unsecured 
Subordinate Shelf 
Commercial Paper 
Pinnacle West Energy Company 
Issuer Ratlng 
Arizona Publlc Service 
Company 
Issuer Rat I ng 
First Mortgage Bonds 
Senior Secured 
Senior Unsecured 
Subordinate Shelf 
Commercial Paper 

Moady's 
Rating 

Baa2 
Baa2 

(P)Baa3 
P- 2 

Baa2 

Baa 1 

A 3  
Baa 1 

(P)Baa 2 
P-2 

4 3  

Contacts 

Analyst Phone 
A.I .  Sabatelle/New York 1.21 2,553.1653 
Ma Ying W. Seto/New York 
Daniel Gates/New York 

Opinion 

Rating Ration a le 

The Baa2 senior unsecured rating of Pinnacle West Capital Corporation (Pinnacle) reflects 
the strength of  Its principal subsidiary, Arizona Public Service Company (APS: Sr. Sec. a t  
A3), its growing service territory, the utility's predictable cash flow, and a conservative 
dividend payout ratlo. The rating factors in the level of structural subordination that exists 
relative to subsldlary debt. 

The rating considers the growth strategy of Pinnacle's non-regulated generation business, 
which is focused on owning generation assets in the Southwest, The company plans to  
build about 2,600 rnws of natural gas fired generating assets by 2006 of which $800-$900 

.. 
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million has already been debt financed a t  Pinnacle. 

Recent Developments 

I n  August 2002, the Arizona Corporation Commission (ACC) reversed its requirement that 
Arizona utilities divest their generating assets as part of its electric restructuring plan. 
Although the ACC provides for a future process to consider the impact of generating 
assets built or under construction between 1999 and 2003, the decision makes recovery 
o f  the costs of these plants dependent on a future bidding process for new loads which 
will be defined in a pending procedure. 

The ACC also determined that  if, as a result o f  this decision, APS wishes to acquire certain 
generation assets from affiliate Pinnacle West Energy, APS should file an appropriate 
application for ACC consideration. 

APS believes that the order modifies the company's 1999 settlement without sufficient 
consideration of the impact o f  such action o r  recognition of plants built since 1999 to  
serve the needs of APS retail customers. As a result, APS plans to  file a motion for 
reconsidera tion. 

Rating Outlook 

The rating outlook is stable and assumes the Pinnacle bridge financing is refinanced at an 
operating subsidiary in the intermediate term. Failure to do so could have negative rating 
i rn plica tions. 

B Cowriaht 2002 by Moody's Investors Service, 99 Church Street, New York, NY 10007. All rights reserved. 

http :/hv,w moodys. comlmoodys/custlresearckivenus/Opinio~Op inion%2 OUp datej60940.. , 9; 1 1 /2003 



When Recorded Return To: 

Snell & Wilmer, LLP 
One Arizona Center 
Phoenix, Arizona 85004 
Attn: David J. Carroll 

Recorder’s Use 
(Red Hawk-Units 1 and 2) 

DEED OF TRUST AND FIXTURE FILING 
(With Assignment of Rents and Security Agreement) 

(VARIABLE RATE) 

THIS DEED OF TRUST SECURES VARIABLE RATE PROMISSORY NOTES. 

THIS DEED OF TRUST AND FIXTURE FILING (With Assignment of Rents and 
Security Agreement) (as it may be amended and modified fiom time to time, the “Deed of 
- Trust”) is made as of December 4, 2002, by and among PINNACLE WEST ENERGY 
CORPORATION, an Arizona corporation (“Trustor”), whose mailing address is 400 North 
5th Street, Phoenix, Arizona 85004, FIRST AMERICAN TITLE INSURANCE COMPANY, 
a California corporation (“Trustee”), whose mailing address is P.O. Box 2922, Phoenix, 
Arizona, and ARIZONA PUBLIC SERVICE COMPANY, an Arizona corporation, 
(“Beneficiary”), whose mailing address is 400 North 5th Street, Phoenix, Arizona 85004. 
Capitalized terms used in this Reed of Trust not otherwise defined herein shall be as used in that 
certain 364-Day Credit Agreement, dated of even date herewith, by and between Beneficiary, as 
Lender and PINNACLE WEST CAPXTAL CORPORATION, an Arizona corporation, as 
“Borrower” (the “Loan Agreement”). 

FOR GOOD AND VALUABLE CONSIDERATION, including the indebtedness herein 
recited and the trust herein created, the receipt of which is hereby acknowledged, Trustor hereby 
irrevocably grants, transfers, conveys and assigns to Trustee, IN TRUST, WITH POWER OF 
SALE, for the benefit and security of Beneficiary, under and subject to the terms and conditions 
hexeinafter set forth, that certain real property located in the County of Maricopa, State of 
Arizona, more particularly described in Exhibit A attached hereto and incorporated herein by this 
reference (the “Premises:); 

TOGETHER WITH any and all buildings and other improvements now or hereafter 
erected on the Premises including, without limitation, fixtures, attachments, appliances, 
equipment, machinery, and other personal property attached to such buildings and other 
improvements (the “hprovements”), all of which shall be deemed and construed to be a part of 
the real property; 

TOGETHER WITH all rents, issues, profits, damages, royalties, income and other 
benefits now or hereafter derived fiom the Premises and the Improvements (collectively the 
“Rents”), subject to the terms and provisions of Article I1 of this Deed of Trust with respect to all 
leases and subleases of the Premises or Improvements now or hereafter existing or entered into, 
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or portions thereof, granted by Trustor, and fbrther subject to the right, power and authority 
hereinafter given to Trustor to collect and apply such Rents; 

TOGETHER WITH all interests, estates or other claims, both in law and in equity, which 
Trustor now has or may hereafter acquire in the Premises or the Improvements; 

TOGETHER WITH all easements, rights-of-way and other rights now owned or hereafter 
acquired by Trustor used in connection with the Premises or the Improvements or as a means of 
access thereto (including, without limitation, all rights pursuant to any trackage agreement and 
all rights to the nonexclusive use of common drive entries, and all tenements, hereditaments and 
appurtenances thereof and thereto) and all water and water rights and shares of stock evidencing 
the same; 

TOGETHER WITH all leasehold estate, right, title and interest of Trustor in and to all 
leases or subleases covering the Premises or the Improvements or any portion thereof now or 
hereafter existing or entered into, and all right, title and interest of Trustor thereunder including, 
without limitation, all rights of Trustor against guarantors thereof, all cash or security deposits, 
advance rentals, and deposits or payments of similar nature (collectively, the “Leases”); 

TOGETHER WITH all right, title and interest now owned or hereafter acquired by 
Trustor in and to any greater estate in the Premises or the Improvements; 

TOGETHER WITH all right, title, and interest of Trustor in (i) the property and interests 
in property described on Exhibit B attached hereto and incorporated herein by reference, and (ii) 
all proceeds thereof (such personal property and proceeds are referred to herein collectively as 
the “Personal Property7’); 

TOGETHER WITH all right, title and interest of Trustor, now owned or hereafter 
acquired, in and to any land lying within the right-of-way of any street, open or proposed, 
adjoining the Premises, and any and all sidewalks, alleys and strips and gores of land adjacent to 
or used in connection with the Premises; 

TOGETHER WITH all the estate, interest, right, title, other claim or demand, both in law 
and in equity (including, without limitation, claims or demands with respect to the proceeds of 
insurance in effect with respect thereto) that Trustor now has or may hereafter acquire in the 
Premises, the Improvements, the Personal Property, or any other part of the Trust Estate (as 
defined below), and any and all awards made for the taking by eminent domain, or by any 
proceeding of purchase in lieu thereof, of the whole or any part of the Trust Estate (including, 
without limitation, any awards resulting from a change of grade of streets and awards for 
severance damages); 

TOGETHER WITH all proceeds of the foregoing. 

The entire estate, property, right, title and interest hereby conveyed to Trustee may 
hereafter be collectively referred to as the “Trust Estate.” 

FOR THE PURPOSE OF SECURING (in such order of priority as Beneficiary may 
elect) the following (the “Obli~ations’’): 

127801 9 - 2 -  
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(a) all obligations of Borrower to Beneficiary pursuant to the Loan Agreement 
in the maximum principal amount of ONE HUNDRED TWENTY-FIVE MILLION 
AND N0/100 DOLLARS ($125,000,000.00), as more particularly evidenced by the 
Notes (the Loan Agreement contains a provision providing for a variable rate of interest 
under the Notes); and 

(b) payment of all sums advanced by Beneficiary to protect the Trust Estate, 
with interest thereon equal to the Base Rate plus three percent (3%); 

(c) performance of every obligation of Borrower and/or Trustor contained in 
the Financing Documents (as defined below); 

(d) performance of every obligation of Trustor contained in any agreement, 
document, or instrument now or hereafter executed by Trustor reciting that the 
obligations thereunder are secured by this Deed of Trust; and 

(e) for the benefit of Beneficiary, compliance with and performance of each 
and every provision of any declaration of covenants, conditions and restrictions, any 
maintenance, easement and party wall agreement, or any other agreement, document, or 
instrument by which the Trust Estate is bound or may be af3ected. 

This Deed of Trust, the Notes, the Loan Agreement, and any other deeds of trust, mortgages, 
agreements, guaranties or other instruments given to evidence or further secure the payment and 
performance of any or all of the Obligations, as the foregoing may be amended, modified, 
extended, or renewed from time to time may hereinafter be collectively referred to as the 
“Financing Documents.” 

TRUSTOR HEREBY COVENANTS AND AGREES AS FOLLOWS: 

ARTICLE I 
COVENANTS AND AGREEMENTS OF TRUSTOR 

1.01 Maintenance, Re~air, Alterations. Trustor shall keep the Trust Estate in good 
condition and repair. Trustor shall not remove, demolish, or substantially alter any of the 
Improvements, except with the prior written consent of Beneficiary; provided, however, that the 
written consent of Beneficiary shall not be required for any removal, demolition or alterations to 
the Improvements resulting €tom Trustor’s ongoing construction program or in connection with 
Trustor’s Prudent Utility Practices. For purposes of this Deed of Trust, “Prudent Utility 
Practices” shall mean those nationally recognized practices, methods, standards and acts 
(including, but not limited to, the practices, methods, standards and acts engaged in or approved 
by a significant portion of the power generation industry in United States), that, in the exercise of 
reasonable prudent judgment in light of the facts known or that should reasonably have been 
known at the time a decision was made, would have been expected to accomplish the desired 
result consistent with good engineering practices, safety, reliability, and good business practices, 
and which practices, methods, standards and acts conform to a majority of the operation and 
maintenance standards followed by power generating plants of similar type, size and capacity as 
the Premises. Prudent Utility Practices are not limited to the optimum practice or method to the 
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exclusion of others, but rather refer to the reasonable practices and methods used by a significant 
portion of the power generation industry in the United States. Trustor shall complete promptly 
and in a good and workmanlike manner any Improvement that may be now or hereafter 
constructed on the Premises and promptly restore in like manner any Improvements that may be 
damaged or destroyed from any cause whatsoever and pay when due all claims for labor 
performed and materials furnished therefor. Trustor shall comply with all Requirements (as 
defined below) and shall not suffer to occur or exist any violation of any Requirement. Trustor 
shall not commit or permit any waste or deterioration of the Trust Estate, and, to the extent 
allowed by law, shall keep and maintain abutting grounds, sidewalks, roads, parking and 
landscape areas in good and neat order and repair. Trustor shall perform its obligations under 
each Lease. “Requirement” and “Requirements” mean, respectively, each and all obligations 
and requirements now or hereafter in effect by which Trustor or the Trust Estate are bound or 
which are otherwise applicable to the Trust Estate, construction of any Improvements on the 
Trust Estate, or operation, occupancy or use of the Trust Estate (including, without limitation (i) 
such obligations and requirements imposed by common law or any law, statute, ordinance, 
regulation, or rule (federal, state, or local), and (ii) such obligations and requirements of, in, or in 
respect of (A) any consent, authorization, license, permit, or approval relating to the Trust Estate, 
(B) any condition, covenant, restriction, easement, or right-of-way reservation applicable to the 
Trust Estate, (C) any Lien or Encumbrance, (D) any other agreement, document, or instrument to 
which Trustor is a party or by which Trustor or the Trust Estate is bound or affected, and (E) any 
order, writ, judgment, injunction, decree, determination, or award of any arbitrator, other private 
adjudicator, court, government, or governmental authority (federal, state, or local) to which 
Trustor is a party or by which Trustor or the Trust Estate is bound or affected). 

1.02 Required Insurance. Trustor shall at all times provide, maintain and keep in force 
or cause to be provided, maintained and kept in force with respect to the Trust Estate, at no 
expense to Trustee or Beneficiary, policies of insurance in forms and amounts and issued by 
companies reasonably satisfactory to Beneficiary covering such casualties, risks, perils, liabilities 
and other hazards a s  is required under the Loan Agreement. All such policies of insurance 
required by the terms of this Deed of Trust or the Loan Agreement shall contain an endorsement 
or agreement by the insurer that any loss shall be payable in accordance with the terms of such 
policy notwithstanding any act or negligence of Trustor or any party holding under Trustor that 
might otherwise result in forfeiture of said insurance and the further agreement of the insurer 
waiving all rights of setoff, counterclaim or deductions against Trustor. 

1.03 Delivery of Policies. Payment of Premiums. I 
(a) At Beneficiary’s option all policies of insurance shall either have attached 

thereto a lender’s loss payable endorsement for the benefit of Beneficiary in form 
satisfactory to Beneficiary or shall name Beneficiary as an additional insured. Trustor 
shall h i s h  Beneficiary with certificates of insurance for each required policy setting 
forth the coverage, the limits of liability, the name of the carrier, the policy number and 
the period of coverage. If Beneficiary consents, Trustor may provide any of the required 
insurance through blanket policies carried by Trustor and covering more than one 
location, or by policies procured by a tenant or other party holding under Trustor; 
provided, however, all such policies shall meet the requirements referred to in Section 
- 1.02. At least thirty (30) days prior to the expiration of each required policy, Trustor 
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shall deliver to Beneficiary evidence reasonably satisfactory to Beneficiary of the 
payment of premium and the renewal or replacement of such policy continuing insurance 
in form as required by this Deed of Trust. All such policies shall contain a provision that, 
notwithstanding any contrary agreement between Trustor and insurance company, such 
policies will not be cancelled, allowed to lapse without renewal, surrendered or materially 
amended, which term shall include any reduction in the scope or limits of coverage, 
without at least thirty (30) days’ prior written notice to Beneficiary. 

(b) In the event Trustor fails to obtain, maintain, or deliver to Beneficiary the 
policies of insurance with respect to the Trust Estate required by this Deed of Trust, 
Beneficiary may, at Beneficiary’s election, but without any obligation so to do, procure 
such insurance or single-interest insurance for such risks covering Beneficiary’s interest, 
and Trustor will pay all premiums thereon promptly upon demand by Beneficiary, and 
until such payment is made by Trustor, the amount of all such premiums shall bear 
interest at the Default Rate. Upon the occurrence and during the continuation of an Event 
of Default and request by Beneficiary, Trustor shall deposit with Beneficiary in monthly 
installments, an amount equal to one-twelfth (1/12) of the estimated aggregate annual 
insurance premiums on all policies of insurance required by this Deed of Trust ( h d s  
deposited for this purpose are referred to as “Insurance Impounds”). In such event 
Trustor fiuther agrees to cause all bills, statements, or other documents relating to the 
foregoing insurance premiums to be sent or mailed directly to Beneficiary. Upon receipt 
of such bills, statements, or other documents evidencing that a premium for a required 
policy is then payable, and provided there are sufficient Insurance Impounds, Beneficiary 
shall timely pay such amounts as may be due thereunder out of the Insurance Impounds. 
If at any time and for any reason the Insurance Impounds are or will be insufficient to pay 
such amounts as may be then or subsequently due, Beneficiary shall notify Trustor and 
Trustor shall immediately deposit an amount equal to such deficiency with Beneficiary. 
Notwithstanding the foregoing, nothing contained herein shall cause Beneficiary to be 
deemed a trustee of Insurance Impounds or to be obligated to pay any amounts in excess 
of the amount of the Insurance Impounds, nor shall anything contained herein modify the 
obligation of Trustor set forth in Section 1.01 to obtain and maintain insurance. 
Beneficiary may commingle Insurance Impounds with its own funds, and Trustor shall 
not be entitled to interest thereon. Beneficiary may reserve for fbture payments of 
premiums such portion of Insurance Impounds as Beneficiary in its absolute and sole 
discretion deems proper. If Trustor fails to deposit with Beneficiary sums suflcicient to 
pay hlly such premiums at least thirty (30) days before delinquency thereof, Beneficiary 
may, at Beneficiary’s election, but without any obligation so to do, advance any amounts 
required to make up the deficiency, which advances, if any, shall be secured hereby and 
shall be repayable to Beneficiary upon demand with interest fiom the date advanced at 
the Default Rate, or at the option of Beneficiary the latter may, without making any 
advance whatever, apply any Insurance Impounds to payment of the Obligations in such 
order as Beneficiary may determine, notwithstanding that such Obligations may not yet 
be due. Upon the occurrence of an Event of Default, Beneficiary may, at any time, at 
Beneficiary’s option, apply any Insurance Impounds or Impositions Impounds under this 
Section 1.03 or Section 1.07, any funds paid as Rents, and any other funds of Trustor held 
by Beneficiary to payment of any of the Obligations, in such manner and order as 
Beneficiary may elect, notwithstanding that such Obligations may not yet be due. 
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1.04 Casualties: Insurance Proceeds. 

(a) Trustor shall give prompt written notice thereof to Beneficiary after the 
happening of any casualty to or in connection with the Trust Estate or any part thereof, 
whether or not covered by insurance. All proceeds of insurance shall be payable to 
Beneficiary, and Trustor hereby authorizes and directs any affected insurance company to 
make payment of such proceeds directly to Beneficiary. If Trustor receives any proceeds 
of insurance resulting fiom such casualty, Trustor shall promptly pay over such proceeds 
to Beneficiary. All proceeds of insurance will be applied by Beneficiary to payment of 
the Obligations in such order as Beneficiary shall determine. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1.01 hereof or restoring all damage or destruction to the Trust 
Estate, regardless of whether or not there are insurance proceeds available to Trustor or 
whether any such proceeds are sufficient in amount, and the application or release by 
Beneficiary of any insurance proceeds shall not cure or waive any default or notice of 
default under this Deed of Trust or invalidate any act done pursuant to such default or 
notice of default. 

1-05 Ass imen t  of Policies Uuon Foreclosure. In the event of foreclosure of this 
Deed of Trust as a mortgage, a sale under the power of sale, or any other transfer of title or 
assignment of the Trust Estate in extinguishment, in whole or in part, of the Obligations, all 
right, title and interest of Trustor in and to all policies of insurance required by Section 1.02 shall 
inure to the benefit of and pass to the successor in interest to Trustor or the purchaser or grantee 
of the Trust Estate, to the extent such policies are assignable pursuant to the terms thereof. 

1.06 Indemnification; Subrogation; Waiver of Offset. 

(a) If Beneficiary is made a party to any litigation concerning the Notes, this 
Deed of Trust, any of the Financing Documents, the Trust Estate or any part thereof or 
interest therein, or the occupancy of the Trust Estate by Trustor, which litigation is not 
the result of a claim or counterclaim made by Trustor or Borrower against Beneficiary for 
breach of Beneficiary's obligations under the Financing Documents (each, an "Excluded 
Claim"), then Trustor shall indemnify, defend and hold Beneficiary harmless for, fi-om 
and against all liability by reason of said litigation, including reasonable attorneys' fees 
and expenses incurred by Beneficiary as a result of any such litigation, whether or not 
any such litigation is prosecuted to judgment. Beneficiary may employ an attorney or 
attorneys to protect its rights hereunder, and in the event of such employment following 
any breach by Trustor, Trustor shall pay Beneficiary reasonable attorneys' fees and 
expenses incurred by Beneficiary, whether or not an action is actually commenced 
against Trustor by reason of its breach. 

(b) Trustor waives any and all right to claim or recover against Beneficiary, 
its successors and assigns, their directors, officers, employees, agents and representatives, 
for loss of or damage to Trustor, the Trust Estate, Trustor's property or the property of 
others under Trustor's control from any cause insured against or required to be insured 
against by this Deed of Trust. 
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(c) All sums payable by Trustor pursuant to this Deed of Trust shall be paid 
without notice (except for such notice as may be expressly required hereunder or under 
the other Financing Documents), demand, counterclaim, setoff, deduction or defense and 
without abatement, suspension, deferment, diminution or reduction, and the obligations 
and liabilities of Trustor hereunder shall in no way be released, discharged or otherwise 
affected (except as expressly provided herein) by reason of: (i) any damage to or 
destruction of or any condemnation or similar taking of the Trust Estate or any part 
thereof; (ii) any restriction or prevention of or interference by any Person (as defined 
below) with any use of the Trust Estate or any part thereof; (iii) any title defect or 
encumbrance or any eviction fiom the Premises or the Improvements or any part thereof 
by title paramount or otherwise; or (iv) any bankruptcy, insolvency, reorganization, 
composition, adjustment, dissolution, liquidation or other like proceeding relating to 
Beneficiary, or any action taken with respect to this Deed of Trust by any trustee or 
receiver of Beneficiary, or by any court, in any such proceeding. Except as expressly 
provided herein, Trustor waives all rights now or hereafter conferred by statute or 
otherwise to any abatement, suspension, deferment, diminution or reduction of any sum 
secured hereby and payable by Trustor. “Person” means any natural person, any 
unincorporated association, any corporation, any partnership, any joint venture, any trust, 
any other legal entity, or any governmental authority (federal, state, local or foreign), 
excluding Beneficiary. 

1.07 Impositions. 

(a) Trustor shall pay, or cause to be paid, prior to delinquency, all real 
property taxes and assessments, general and special, and all other taxes and assessments 
of any kind or nature whatsoever, (including, without limitation, nongovernmental levies 
or assessments such as maintenance charges, levies, or charges resulting from covenants, 
conditions and restrictions affecting the Trust Estate) that are assessed or imposed upon 
the Trust Estate or become due and payable and that create, may create, or appear to 
create a lien upon the Trust Estate (the above are sometimes referred to herein 
individually as an “€mposition” and collectively as “Im~ositions”), provided, however, 
that if by law any Imposition is payable, or may at the option of the taxpayer be paid, in 
installments, Trustor may pay the same or cause it to be paid, together with any accrued 
interest on the unpaid balance of such Imposition, in installments as the same becomes 
due and before any fine, penalty, interest, or cost may be added thereto for the 
nonpayment of any such installment and interest. 

(b) If at any time after the date hereof there shall be assessed or imposed a fee, 
tax, or assessment on Beneficiary and measured by or based in whole or in part upon this 
Deed of Trust or the outstanding amount of the Obligations, then all such taxes, 
assessments or fees shall be deemed to be included within the term “Impositions” as 
defined in Section 1.07(a) and Trustor shall pay and discharge the same as herein 
provided with respect to the payment of Impositions. If Trustor fails to pay such 
Impositions prior to delinquency, Beneficiary may declare all or part of the Obligations, 
immediately due and payable. If Trustor is prohibited by law fiom paying such 
Impositions, Beneficiary may declare all or part of the Obligations due and payable on a 
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date which is not less than six (6 )  months from the date such prohibition is imposed on 
Trustor. 

(c) Subject to the provisions of Section 1.07(d) and upon request by 
Beneficiary, Trustor shall deliver to Beneficiary within thirty (30) days after the date 
upon which any Imposition is due and payable by Trustor official receipts of the 
appropriate taxing authority, or other proof satisfactory to Beneficiary, evidencing the 
payment thereof. 

(d) Trustor shall have the right before any delinquency occurs to contest or 
object to the amount or validity of any Imposition by appropriate proceedings, but this 
shall not be deemed or construed in any way as relieving, modifying, or extending 
Trustor’s covenant to pay any such Imposition at the time and in the manner provided in 
this Section 1.07, unless Trustor has given prior Written notice to Beneficiary of Trustor’s 
intent to so contest or object to an Imposition, and unless, in Beneficiary’s absolute and 
sole discretion, (i) Trustor shall demonstrate to Beneficiary’s satisfaction that the 
proceedings to be initiated by Trustor shall conclusively operate to prevent the sale of the 
Trust Estate or any part thereof or interest therein to satisfy such Imposition prior to final 
determination of such proceedings, (ii) Trustor shall fbmish a good and sufficient bond or 
surety as requested by and satisfactory to Beneficiary, or (iii) Trustor shall demonstrate to 
Beneficiary’s satisfaction that Trustor has provided a good and sufficient undertaking as 
may be required or permitted by law to accomplish a stay of any such sale. 

(e) Upon the occurrence and during the continuation of an Event of Default 
and upon request by Beneficiary, Trustor shall pay to Beneficiary an initial cash deposit 
in an amount adequate to pay all Impositions for the ensuing tax fiscal year and shall 
thereafter continue to deposit with Beneficiary, in monthly installments, an amount equal 
to one-twelfth (1112) of the s u m  of the annual Impositions reasonably estimated by 
Beneficiary, for the purpose of paying the installment of Impositions next due (funds 
deposited for this purpose are referred to as “Impositions Impounds”). In such event, 
Trustor m e r  agrees to cause all bills, statements, or other documents relating to 
Impositions to be sent or mailed directly to Beneficiary. Upon receipt of such bills, 
statements, or other documents, and providing there are sufficient Impositions Impounds, 
Beneficiary shall timely pay such amounts as may be due thereunder out of the 
Impositions Impounds. If at any time and for any reason the Impositions Impounds are or 
will be insufficient to pay such amounts as may then or subsequently be due, Beneficiary 
may notify Trustor and upon such notice Trustor shall deposit immediately an amount 
equal to such deficiency with Beneficiary. Notwithstanding the foregoing, nothing 
contained herein shall cause Beneficiary to be deemed a trustee of Impositions Impounds 
or to be obligated to pay any amounts in excess of the amount of funds deposited with 
Beneficiary pursuant to this Section l.O7(e). Beneficiary may commingle Impositions 
Impounds with its own funds and shall not be obligated to pay any interest on any 
Impositions Impounds. Beneficiary may reserve for fbture payment of Impositions such 
portion of Impositions Impounds as Beneficiary may in its absolute and sole discretion 
deem proper. If Trustor fails to deposit with Beneficiary sums sufficient to hlly pay such 
Impositions at least thirty (30) days before delinquency thereof, Beneficiary may, at 
Beneficiary’s election, but without any obligation so to do, advance any amounts required 
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to make up the deficiency, which advances, if any, shall be secured hereby and shall be 
repayable to Beneficiary upon demand together with interest thereon at the Default Rate 
from the date of such advance, or at the option of Beneficiary the latter may, without 
making any advance whatever, apply any Impositions Impounds held by it upon any of 
the Obligations in such order as Beneficiary may determine, notwithstanding that such 
Obligations may not yet be due. 

(0 Trustor shall not initiate or suffer to occur or exist the joint assessment of 
any real and personal property included in the Trust Estate or any other procedure 
whereby the lien of real property taxes and the lien of personal property taxes shall be 
assessed, levied, or charged to the Trust Estate as a single lien. 

1.08 Utilities. Trustor shall pay when due all charges that are incurred by Trustor for 
the benefit of the Trust Estate or that may become a charge or lien against the Trust Estate for 
gas, electricity, water, sewer, or other services fiunished to the Trust Estate. 

1.09 Actions Affecting Trust Estate. Except for Excluded Claims, Trustor shall appear 
in and contest any action or proceeding purporting to affect the security hereof or the rights or 
powers of Beneficiary or Trustee; and shall pay all costs and expenses (including, without 
limitation, costs of evidence of title, litigation, and attorneys’ fees) in any such action or 
proceeding in which Beneficiary or Trustee may appear. 

1.10 Actions By Trustee or Beneficiary. If either Borrower or Trustor fails to make 
any payment or to do any act as and in the manner provided in any of the Financing Documents, 
Beneficiary andor Trustee, each in its absolute and sole discretion, without obligation so to do, 
without releasing Trustor from any obligation, and with only such notice to or demand upon 
Trustor as may be reasonable under the then existing circumstances, but in no event exceeding 
ten (10) days prior written notice, may make or do the same in such manner and to such extent as 
either may deem necessary or appropriate. In connection therewith (without limiting their 
general powers, whether conferred herein, in another Financing Document or by law), 
Beneficiary and Trustee shall have and are hereby given the right, but not the obligation, (a) to 
enter upon and take possession of the Trust Estate; (b) to make additions, alterations, repairs and 
improvements to the Trust Estate that they or either of them may consider necessary or 
appropriate to keep the Trust Estate in good condition and repair, (c) to appear and participate in 
any action or proceeding affecting or which may af5ect the security’ hereof or the rights or powers 
of Beneficiary or Trustee; (d) to pay, purchase, contest or compromise any Lien or Encumbrance 
(as defined below) or alleged Lien or Encumbrance whether superior or junior to this Deed of 
Trust; and (e) in exercising such powers, to pay necessary expenses (including, without 
limitation, expenses of employment of counsel or other necessary or desirable consultants). 
Trustor shall, immediately upon demand therefor by Beneficiary and Trustee or either of them, 
pay to Beneficiary and Trustee an amount equal to all respective costs and expenses incurred by 
them in connection with the exercise by either Beneficiary or Trustee or both of the foregoing 
rights (including, without limitation, costs of evidence of title, court costs, appraisals, surveys 
and receiver’s, trustee’s and attorneys’ fees) together with interest thereon from the date of such 
expenditures at the Default Rate. 



1.1 1 Transfer of Trust Estate by Trustor. Trustor agrees that, in the event of any 
Transfer (as hereinafter defined), without the prior written consent of Beneficiary, Beneficiary 
shall have the absolute right, without prior demand or notice, to declare all sums secured hereby 
immediately due and payable. Consent to one such transaction shall not be deemed to be a 
waiver of the right to require consent to future or successive transactions. Beneficiary may grant 
or deny such consent in its sole discretion and, if consent should be given, any such Transfer 
shall be subject to this Deed of Trust, and such transferee shall assume all obligations hereunder 
and agree to be bound by all provisions contained herein. Such assumption shall not, however, 
release Trustor or any maker or guarantor (if any) of the Notes fiom any liability thereunder 
without the prior written consent of Beneficiary. As used herein, “Transfer” shall mean: 

(i) any sale, transfer, conveyance, hypothecation, encumbrance, lease or 
vesting of the Trust Estate or any part thereof or interest therein to or in any Person, 
whether voluntary, involuntary, by operation of law, or otherwise, except the Permitted 
Exceptions (as such term is defined in Exhibit C attached hereto and incorporated herein 
by reference); 

(ii) any sale, transfer, assignment, conveyance, hypothecation, encumbrance 
or vesting of any shares of stock in Trustor to or in any Person or any consolidation or 
merger of Trustor into or with any Person whether voluntary, involuntary, by operation of 
law, or otherwise, except the Permitted Exceptions; or 

(iii) the execution of any agreements to do any of the foregoing, except the 
Permitted Exceptions; 

provided, however, that the term “Transfer” shall not include the transfer by Borrower of 
the capital stock of Trustor, so long as (a) such transfers are made either: (1) to entities 
that are controlled by, controlling or under common control with Trustor and Borrower, 
or (2) to other persons, provided that after giving effect to such transfers pursuant to this 
clause (a)(2) Borrower continues to own (free and clear of Liens and Encumbrances) at 
least a 51% interest in Trustor and (b) such transfers do not result in the dissolution or 
winding up of Trustor. 

1.12 Eminent Domain. 

(a) In the event that any proceeding or action be commenced for the taking of 
the Trust Estate, or any part thereof or interest therein, for public or quasi-public use 
under the power of eminent domain, condemnation (including, without limitation, inverse 
condemnation) or otherwise (hereinafter collectively referred to as a “Taking”), or if the 
same be taken or damaged by reason of any public improvement or Taking, or should 
Trustor receive any notice or other information regarding such Taking or damage, Trustor 
shall give prompt written notice thereof to Beneficiary. All compensation, awards, 
damages, rights of action and proceeds awarded to Trustor by reason of any such Taking 
or damage or received by Trustor as the result of a transfer in lieu of a Taking (the 
“Condemnation Proceeds”) are hereby assigned to Beneficiary, and Trustor agrees to 
execute such further assignments of the Condemnation Proceeds as Beneficiary or 
Trustee may require. If Trustor receives any Condemnation Proceeds Trustor shall 
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promptly pay over such proceeds to Beneficiary. Beneficiary is hereby authorized and 
empowered by Trustor, at Beneficiary’s option and in Beneficiary’s sole discretion, as 
attorney-in-fact for Trustor, to settle, adjust, or compromise any claim for loss or damage 
in connection with any Taking or proposed Taking and, without regard to the adequacy of 
its security, to commence, appear in and prosecute in its own name and/or on behalf of 
Trustor any such action or proceeding arising out of or relating to a Taking or proposed 
Taking. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1.01 or restoring all damage or destruction to the Trust Estate, 
regardless of whether or not there are Condemnation Proceeds available to Trustor or 
whether any such Condemnation Proceeds are sufficient in amount. The application or 
release of the Condemnation Proceeds shall not cure or waive any default or notice of 
default hereunder or under any other Financing Document or invalidate any act done 
pursuant to such default or notice of default. 

1.13 Additional Securitv. No other security now existing, or hereafter taken, to secure 
the obligations secured hereby shall be impaired or affected by the execution of this Deed of 
Trust. All security for the Obligations from time to time shall be taken, considered and held as 
cumulative. Any taking of additional security, execution of partial releases of the security, or 
any extension of the time of payment of, or modification of other terms of any of the Obligations 
shall not diminish the force, effect or lien of this Deed of Trust and shall not affect or impair the 
liability of any maker, guarantor, surety or endorser for the payment or performance of any of the 
Obligations. In the event Beneficiary at any time holds additional security for apy of the 
Obligations, it may enforce the sale thereof or otherwise realize upon the same, at its option, 
either before, concurrently with, or after a sale or realization is made hereunder. 

1.14 Appointment of Successor Trustee. Beneficiary may, fi-om time to time, by a 
written instrument executed and acknowledged by Beneficiary, mailed to Trustor and recorded in 
the county in which the Trust Estate is located and by otherwise complying with the provisions 
of applicable law, substitute a successor or successors to any Trustee named herein or acting 
hereunder, and such successor(s) shall, without conveyance fiom the Trustee predecessor, 
succeed to all title, estate, rights, powers and duties of such predecessor. 

1.15 Inspections. Beneficiary, and its agents, representatives officers, and employees, 
are authorized to enter at any reasonable time upon or in any part of the Trust Estate for the 
purpose of inspecting the same and for the purpose of perfoming any of the acts Beneficiary is 
authorized to perform hereunder or under the terms of any of the Financing Documents. 

1.16 Ownership and Liens and Encumbrances. Trustor is, and as to any portion of the 
Trust Estate acquired hereafter will upon such acquisitions be, and shall remain the owner of the 
Trust Estate fiee and clear of any Liens and Encumbrances. Trustor shall not grant, shall not 
suffer to exist, and shall pay and promptly discharge, at Trustor’s cost and expense, all Liens and 
Encumbrances and any claims thereof upon the Trust Estate, or any part thereof or interest 
therein. Trustor shall notify Beneficiary immediately in writing of any Lien or Encumbrance or 
claim thereof. Trustor shall have the right to contest in good faith the validity of any involuntary 
Lien or Encumbrance, provided Trustor shall first deposit with Beneficiary a bond or other 
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security satisfactory to Beneficiary in such amount as Beneficiary shall reasonably require, but 
not more than one hundred fifty percent (150%) of the amount of the claim, and provided further 
that if Trustor loses such contest, Trustor shall thereafter diligently proceed to cause such Lien or 
Encumbrance to be removed and discharged. If Trustor shall fail to remove and discharge any 
Lien or Encumbrance or clairn thereof, then, in addition to any other right or remedy of 
Beneficiary, Beneficiary may, after only such notice to Trustor as may be reasonable under the 
then existing circumstances, but shall not be obligated to, discharge the same, either by paying 
the amount claimed to be due, or by procuring the discharge of such Lien or Encumbrance by 
depositing in a court a bond or the amount claimed or otherwise giving security for such claim, 
or by procuring such discharge in such manner as is or may be prescribed by law. Trustor shall, 
immediately upon demand therefor by Beneficiary, pay to Beneficiary an amount equal to all 
costs and expenses incurred by Beneficiary in connection with the exercise by Beneficiary of the 
foregoing right to discharge any Lien or Encumbrance or claim thereof, together with interest 
thereon from the date of each such expenditure at the Default Rate. Such costs and expenses 
shall be secured by this Deed of Trust. “Lien or Encumbrance” and “Liens and Encumbrances” 
mean, respectively, each and all of the following in respect of the Trust Estate: leases, other 
rights to occupy or use, mortgages, deeds of trust, pledges, security agreements, assignments, 
assignments as security, conditional sales, title retention arrangements or agreements, conditions, 
covenants, and restrictions, and other charges, liens, encumbrances, or adverse interests, whether 
voluntarily or involuntarily created and regardless of whether prior or subordinate to any estate, 
right, title, or interest granted to Trustee or Beneficiary in this Deed of Trust, excluding from the 
foregoing the Permitted Exceptions. 

1.17 Trustee’s Powers. At any time, or from time to time, without liability therefor 
and without notice, upon written request of Beneficiary and presentation of this Deed of Trust 
and without affecting the personal liability of any person for payment of the Obligations or the 
effect of this Deed of Trust upon the remainder of said Trust Estate, Trustee may (a) reconvey 
any part of said Trust Estate, (b) consent in writing to the making of any map or plat thereof, (c) 
join in granting any easement thereon, or (d) join in any extension agreement or any agreement 
subordinating the lien or charge hereof. 

1.1 8 Beneficiarv’s Powers. Without affecting the liability of any Person liable for the 
payment of the Obligations herein mentioned, and without affecting the lien or charge of this 
Deed of Trust upon any portion of the Trust Estate not then or theretofore released as security for 
the Obligations, Beneficiary may, fiom time to time and without notice (a) release any person so 
liable, (b) extend the Obligations, (c) grant other indulgences, (d) release or reconvey, or cause to 
be released or reconveyed, at any time at Beneficiary’s option any parcel, portion or all of the 
Trust Estate, (e) take or release any other or additional security or any guaranty for any 
Obligation herein mentioned, or (f) make compositions or other arrangements with debtors in 
relation thereto. 

1.19 Trade Names. At the request of Beneficiary from time to time, Trustor shall 
execute a certificate in form satisfactory to Beneficiary listing the trade names or fictitious 
business names under which Trustor intends to operate the Trust Estate or any business located 
thereon and representing and warranting that Trustor does business under no other trade names 
or fictitious business names with respect to the Trust Estate. Trustor shall immediately notify 
Beneficiary in writing of any change in said trade names or fictitious business names, and will, 
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upon request of Beneficiary, execute any additional financing statements and other certificates 
necessary to reflect the change in trade names or fictitious business names. 

1.20 Leasehold. If a leasehold estate constitutes a portion of the Trust Estate, Trustor 
agrees not to amend, modify, extend, renew or terminate such leasehold estate, any interest 
therein, or the lease granting such leasehold estate without the prior written consent of 
Beneficiary, which consent may be withheld by Beneficiary in its absolute and sole discretion. 
Consent to one amendment, modification, extension or renewal shall not be deemed to be a 
waiver of the right to require consent to other, hture or successive amendments, modifications, 
extensions or renewals. Trustor agrees to perform all obligations and agreements under said 
leasehold and shall not take any action or omit to take any action which would effect or permit 
the termination of said leasehold. Trustor agrees to promptly notify Beneficiary in writing with 
respect to any default or alleged default by any party thereto and to deliver to Beneficiary copies 
of all notices, demands, complaints or other communications received or given by Trustor with 
respect to any such default or alleged default. Beneficiary shall have the option to cure any such 
default and to perform any or all of Trustor’s obligations thereunder. All sums expended by 
Beneficiary in curing any such default shall be secured hereby and shall be immediately due and 
payable without demand or notice and shall bear interest fkom date of expenditure at the Default 
Rate. 

1.21 Environmental Matters. Trustor shall not use, generate, manufacture, store or 
dispose of, in, under or about the Trust Estate or transport to or fkom the Trust Estate any 
Hazardous Materials, except for those Hazardous Materials used, generated, manufactured, 
stored or disposed of in material compliance with all applicable Environmental Laws. For 
purposes of this Deed of Trust, “Environmental Laws” shall mean all federal, state or local laws, 
whether common law, statute, ordinance, rule, regulation, or judicial or administrative decision 
or policy or guideline, pertaining to Hazardous Materials, health, industrial hygiene, 
environmental conditions, or the regulation or protection of the environment, and all 
amendments thereto as of this date and to be added in the future and any successor statute or rule 
or regulation promulgated thereto. For purposes of this Deed of Trust, “Hazardous Materials” 
shall include, but shall not be limited to (i) flammable explosives, radioactive materials, 
hazardous wastes, toxic substances or related materials, (ii) all substances defined as “hazardous 
substances,” “hazardous materials,” or “toxic substances” in the Comprehensive Environmental 
Response Compensation and Liability Act of 1980, as amended, 42 U.S.C. $9601, et seq.; the 
Hazardous Materials Transportation Act, 49 U.S.C. $1901, et seq.; the Resource Conservation 
and Recovery Act, 42 U.S.C. $6901, et seq.; and (iii) all substances defined as “hazardous 
substances” in A ~ ~ Z O M  Revised Statutes $49-201 (16). Except for the use, generation, storage, 
release, threatened release, discharge, or disposal of Hazardous Materials on, under or about the 
Trust Estate attributable to (a) Beneficiary‘s prior ownership of the Trust Estate, (b) Beneficiary‘s 
operation of the Trust Estate or (c) Beneficiary‘s operations on property adjacent to the Trust 
Estate, Trustor shall be solely responsible for, and shall indemnifL and hold harmless 
Beneficiary, its directors, officers, employees, agents, successors and assigns from and against, 
any loss, damage, cost, expense or liability directly or indirectly arising out of or attributable to 
the use, generation, storage, release, threatened release, discharge, disposal, or presence of 
Hazardous Materials on, under or about the Trust Estate, including without limitation: (1) all 
foreseeable consequential damage; (2) the costs of any required or necessary repairs, cleanup or 
detoxification of the Trust Estate, and the preparation and implementation of any closure, 
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remedial or other required plans; and (3) all reasonable costs and expenses incurred by 
Beneficiary in connection with clauses (1) and (2), including but not limited to reasonable 
attorneys’ fees. Beneficiary, or its agents, shall have the right to enter onto the Trust Estate to 
inspect the Premises and to perform any testing of the Trust Estate for the existence of 
Hazardous Materials and to determine compliance with all environmental laws. Any such 
inspection by Beneficiary shall not relieve Trustor of its obligations to comply with any such 
environmental law, rule or regulation. 

1.22 f i a t s  of Beneficiary. With respect to the Obligations, Trustor authorizes 
Beneficiary to perform any or all of the following acts at any time in its sole discretion, all 
without notice to or the consent or approval of Trustor and without affecting Trustor’s 
obligations under this Deed of Trust: 

(a) Beneficiary may alter any Obligation, including renewing, compromising, 
extending or accelerating, or otherwise changing the time for payment of, or increasing or 
decreasing the rate of interest on, all or any part of any Obligation. 

(b) Beneficiary may take and hold security for any Obligation, accept 
additional or substituted security therefor, and subordinate, exchange, enforce, waive, 
release, compromise, fail to perfect, and sell or otherwise dispose of any such security. 

(c) Beneficiary may direct the order and manner of any public or private sale 
of all or any part of any security assigned to Beneficiary by Borrower or any other 
person, or otherwise to comply with the Uniform Commercial Code of Arizona with 
respect to any personal property collateral, and Beneficiary may also bid at any such sale. 

(d) Beneficiary may apply any payments or recoveries fiom Borrower, any 
guarantor (a “Guarantor”) of any Obligation or any other source, and any proceeds of any 
security, to the Obligations in such manner, order and priority as Beneficiary may elect, 
whether or not those obligations are secured at the time of the application. 

(e) Beneficiary may release Borrower or any other person of its liability for 
all or any part of any Obligation. 

(f) 
endorsers. 

Beneficiary may substitute, add, or release any one or more Guarantors or 

(g) In addition to the Obligations, Beneficiary may extend other credit to 
Borrower, and may take and hold security for the credit so extended, all without affecting 
Trustor’s liability under this Deed of Trust. 

1.23 Trustor’s Waivers. Trustor waives: 

(a) Any right it may have to require Beneficiary to proceed against 
Borrower or any other person, proceed against or exhaust any security held from 
Borrower or any other person, or pursue any other remedy in Beneficiary’s power to 
pursue; 
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.. . 

(b) Any defense based on any claim that Trustor’s obligations exceed or are 
more burdensome than those of Borrower; 

(c) Any defense based on (i) any legal disability of Borrower or any other 
Person, (ii) any release, discharge, modification, impairment, or limitation of the liability 
of Borrower or any other person to Beneficiary from any cause, whether consented to by 
Beneficiary or arising by operation of law or from any bankruptcy or other voluntary or 
involuntary proceeding, in or out of court, for the adjustment of debtor-creditor 
relationships (“Insolvencv Proceeding”), and (iii) any rejection or disaffirmance of all or 
any part of any Obligation, or any security therefor, in any such Insolvency Proceeding; 

(d) Any defense based on any action taken or omitted by Beneficiary in any 
Insolvency Proceeding involving Borrower, including any election to have Beneficiary’s 
claim allowed as being secured, partially secured or unsecured, any extension of credit by 
Beneficiary to Borrower in any Insolvency Proceeding, and the taking and holding by 
Beneficiary of any security for any such extension of credit; 

(e) All presentments, demands for performance, notices of nonperformance, 
protests, notices of protest, notices of dishonor, and of the existence, creation, or 
incurring of new or additional indebtedness, and demands and notices of every kind; 

(f) Any defense based on or arising out of any defense that Borrower may 
have to the payment or performance of all or any part of any Obligation; 

(g) Any defense based on the unenforceability or invalidity of any collateral 
assignment or guaranty with respect to any Obligation, or the lack of perfection or 
continuing perfection or lack of priority of any lien (other than the lien of this Deed of 
Trust) which secures any Obligation; and 

(h) Any failure of Beneficiary to marshal assets in favor of Trustor or any 
other person. 

1.24 Information Regarding Borrower and the ProDertv. Trustor warrants and agrees 
that Trustor has not relied, and will not rely, on any representations and warranties by 
Beneficiary to Trustor with respect to the creditworthiness of Borrower or the prospects of 
repayment of any Obligation from sources other than the Trust Estate. Before signing this Deed 
of Trust, Trustor will have investigated the financial condition and business operations of 
Borrower, the present and former condition, uses and ownership of the Trust Estate, and such 
other matters as Trustor may deem appropriate to assure itself of Borrower’s ability to discharge 
its obligations under or with respect to the Obligations. Trustor assumes full responsibility for 
such due diligence, as well as for keeping informed of all matters which may affect Borrower’s 
ability to pay and perform its obligations to Beneficiary. Beneficiary has no duty to disclose to 
Trustor any information which Beneficiary may have or receive about Borrower’s financial 
condition or business operations, the condition or uses of any of the Trust Estate, or any other 
circumstances bearing on Borrower’s ability to perform. Trustor is familiar with the terms and 
conditions of the Loan Documents and consents to all provisions thereof. 
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1.25 Subordination. Any rights of Trustor, whether now existing or later arising, to 
receive payment on account of any indebtedness (including interest) owed to it by Borrower or 
any subsequent owner of any of the Trust Estate, or to withdraw capital invested by it in 
Borrower (if applicable), or to receive distributions from Borrower (if applicable), shall at all 
times be subordinate as to lien and time of payment and in all other respects to the full and prior 
repayment to Beneficiary of all Obligations; provided, however, that prior to the occurrence of 
an Event of Default, Trustor may receive payments of such subordinated obligations in the 
ordinary course of business and in a manner that is consistent with past practices. 

1.26 Consideration. 

(a) Trustor acknowledges that it expects to benefit from Beneficiary’s 
entering into certain material transactions with respect to the Obligations because of 
Trustor’s relationship to Borrower, and that it is executing this Deed of Trust in 
consideration of such anticipated benefit. 

(b) Trustor does not intend to defraud any of its creditors by execution and 
delivery of this Deed of Trust. Trustor is not insolvent, and Trustor shall not be rendered 
insolvent by virtue of such execution of this Deed of Trust. Trustor has determined that, 
in its opinion, the fair market value of the benefits to be derived by it fi-om such execution 
of this Deed of Trust will equal or exceed tht; cost and expense that may be incurred by 
Trustor under or in connection with this Deed of Trust. 

1.27 Lawfulness and Reasonableness. Trustor warrants that all of the waivers in this 
Deed of Trust are made with full knowledge of their significance, and of the fact that events 
giving rise to any defense or other benefit waived by Trustor may destroy or impair rights which 
Trustor would otherwise have against Beneficiary, Borrower and other persons, or against 
collateral. Trustor agrees that (i) all such waivers are reasonable under the circumstances and (ii) 
if any such waiver is determined (by a court of competent jurisdiction) to be contrary to any law 
or public policy, the other waivers herein shall nonetheless remain in full force and effect. 

1.28 Limitation on Amount Oblinated; Contribution by Other Persons. Anything 
contained in this Deed of Trust to the contrary notwithstanding, if any Fraudulent Transfer Law 
(as hereinafter defined) is determined by a court of competent jurisdiction to be applicable to the 
obligations of Trustor under this Deed of Trust, such obligations shall be limited to a maximum 
aggregate amount equal to the largest amount that would not render Trustor’s obligations under 
this Deed of Trust subject to avoidance as a fraudulent transfer or conveyance under Section 548 
of Title 11 of the United States Code or any applicable provisions of comparable state law 
(collectively, the “Fraudulent Transfer Laws”), in each case after giving effect to all other 
liabilities of Trustor, contingent or otherwise, that are relevant under the Fraudulent Transfer 
Laws (specifically excluding, however, any liabilities of Trustor in respect of intercompany 
indebtedness, if any, to Borrower or any Affiliate (as defined in the Loan Agreement) of 
Borrower to the extent that such indebtedness would be discharged in an amount equal to the 
amount paid by Trustor under this Deed of Trust pursuant to which the liability of Trustor under 
this Deed of Trust is included in the liabilities taken into account in determining such maximum 
amount) and after giving effect as assets to the value (as determined under the applicable 
provisions of the Fraudulent Transfer Laws) of any rights to subrogation, reimbursement, 
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indemnification, or contribution of Trustor pursuant to applicable law or pursuant to the terms of 
any agreement. 

1.29 Enforceabilitv. Trustor hereby acknowledges that (i) the obligations undertaken 
by Trustor in this Deed of Trust are complex in nature, (ii) numerous possible defenses to the 
enforceability of these obligations may presently exist and/or may arise hereafter, (iii) as part of 
Beneficiary’s consideration for accepting this Deed of Trust as security for advances to be made 
with respect to the Loan, Beneficiary has specifically bargained for the waiver and 
relinquishment by Trustor of all such defenses, and (iv) Trustor has had the opportunity to seek 
and receive legal advice from skilled legal counsel in the area of financial transactions of the 
type contemplated herein. Given all of the above, Trustor hereby represents and confirms to 
Beneficiary that Trustor is fklly informed regarding, and that Trustor does thoroughly 
understand, (w) the nature of all such possible defenses, (x) the circumstances under which such 
defenses may arise, (y) the benefits which such defenses might confer upon Trustor, and (z) the 
legal consequences to Trustor of waiving such defenses. Trustor acknowledges that Trustor 
enters into this Deed of Trust with the intent that this Deed of Trust and all of the informed 
waivers in this Deed of Trust shall each and all be fully enforceable by Beneficiary, and that 
Beneficiary is accepting this Deed of Trust in material reliance upon the presumed full 
enforceability thereof. 

1.30 No Personal Obligation. Beneficiary agrees that (i) Trustor shall have no personal 
liability with respect to the Obligations and (ii) Beneficiary’s recourse against Trustor for the 
Obligations shall be limited to Beneficiary’s enforcement of its remedies against the Trust Estate 
as encumbered by this Deed of Trust. 

ARTICLE II 
ASSIGNMENT OF RENTS 

2.01 Assinnment of Rents. Trustor hereby absolutely and irrevocably assigns and 
transfers to Beneficiary all the Rents of the Trust Estate, and hereby gives to and confers upon 
Beneficiary the right, power and authority to collect the Rents. Trustor irrevocably appoints 
Beneficiary its true and lawhl attorney-in-fact, at the option of Beneficiary at any time and from 
time to time, to demand, receive and enforce payment, to give receipts, releases and satisfactions, 
and to sue, in the name of Trustor or Beneficiary, for all Rents and apply the same to the 
payment of the Obligations in such order as Beneficiary shall determine. Trustor hereby 
authorizes and directs the lessees, tenants and occupants to make all payments under the Leases 
directly to Beneficiary upon written demand by Beneficiary, without fhther consent of Trustor; 
provided, however, that Trustor shall have the right to collect such Rents (but not more than one 
(1) month in advance unless the written approval of Beneficiary is first obtained), and to retain 
and enjoy same, so long as an Event of Default shall not have occurred hereunder or under the 
other Financing Documents. The assignment of the Rents of the Trust Estate in this Article II is 
intended to be an absolute assignment from Trustor to Beneficiary and not merely the passing of 
a security interest. 
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2.02 Collection Upon an Event of Default. Upon the occurrence of an Event of 
Default, Beneficiary may, at any time without notice, either in person, by agent or by a receiver 
appointed by a court, and without regard to the adequacy of any security for the Obligations, 
enter upon and take possession of the Trust Estate, or any part thereof, and, with or without such 
entry or taking possession, in its own name sue for or otherwise collect the Rents (including, 
without limitation, those past due and unpaid) and apply the same, less costs and expenses of 
operation and collection (including, without limitation, attorneys’ fees) upon payment of the 
Obligations in such order as Beneficiary may determine. The collection of such Rents, or the 
entering upon and taking possession of the Trust Estate, or the application of the Rents as 
aforesaid, shall not cure or waive any default or notice of default hereunder or invalidate any act 
done in response to such default or pursuant to such notice of default. Trustor also hereby 
authorizes Beneficiary upon such entry, at its option, to take over and assume the management, 
operation and maintenance of the Trust Estate and to perform all acts Beneficiary in its sole 
discretion deems necessary and proper and to expend such sums out of Rents as may be needed 
in connection therewith, in the same manner and to the same extent as Trustor theretofore could 
do (including, without limitation, the right to enter into new leases, to cancel, surrender, alter or 
amend the terms of, and/or renew existing leases andor to make concessions to tenants). Trustor 
hereby releases all claims of any kind or nature against Beneficiary arising out of such 
management, operation and maintenance, excepting the liability of Beneficiary to account as 
hereinafter set forth. 

2.03 Application of Rents. Upon such entry, Beneficiary shall, after payment of all 
property charges and expenses (including, without limitation, reasonable compensation to such 
managing agent as it may select and employ) and after the accumulation of a reserve to meet 
requisite amounts, credit the net amount of the Rents received by it to the Obligations, but the 
manner of the application of such net income and which items shall be credited shall be 
determined in the sole discretion of Beneficiary. Beneficiary shall not be accountable for more 
monies than it actually receives from the Trust Estate; nor shall it be liable for failure to collect 
Rents. Beneficiary shall make reasonable efforts to collect Rents, reserving, however, within its 
own absolute and sole discretion, the right to determine the method of collection and the extent 
to which enforcement of collection of Rents shall be prosecuted and Beneficiary’s judgment 
shall be deemed conclusive and reasonable. 

2.04 Mortaapee in Possession. It is not the intention of the parties hereto that an entry 
by Beneficiary upon the Premises under the terms of this instrument shall make Beneficiary a 
party in possession in contemplation of the law, except at the option of Beneficiary. 

2.05 Indemnitv. Except for those losses, liabilities, obligations, claims, demands, 
damages, penalties, judgments, costs, and expenses resulting from Beneficiary‘s gross negligence 
or willful misconduct, Trustor hereby agrees to indemnify and hold harmless Beneficiary for, 
from and against any and all losses, liabilities, obligations, claims, demands, damages, penalties, 
judgments, costs, and expenses, including legal fees and expenses, howsoever and by 
whomsoever asserted, arising out of or in any way connected with this assignment; and all such 
losses, liabilities, obligations, claims, demands, damages, penalties, judgments, costs and 
expenses shall be deemed added to the indebtedness secured hereby and shall be secured by any 
and all other instruments securing said indebtedness. 
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2.06 No ObliPation to Perform. Nothing contained herein shall operate or be construed 
to obligate Beneficiary to perform any obligations of Trustor under any Lease (including, 
without limitation, any obligation arising out of any covenant of quiet enjoyment therein 
contained in the event the lessee under any such Lease shall have been joined as a party 
defendant in any action to foreclose and the estate of such lessee shall have been thereby 
terminated). Prior to actual entry into and taking possession of the Premises by Beneficiary, this 
assignment shall not operate to place upon Beneficiary any responsibility for the operation, 
control, care, management or repair of the Trust Estate or any portion thereof, and the execution 
of this assignment by Trustor shall constitute conclusive evidence that all responsibility for the 
operation, control, care, management and repair of the Trust Estate is and shall be that of Trustor, 
prior to such actual entry and taking of possession. 

ARTICLE III 
SECURITY AGREEMENT 

3.01 Creation of Security Interest. Trustor hereby grants to Beneficiary, a security 
interest in and to all the Personal Property. 

3.02 Representations. Warranties and Covenants of Trustor. Trustor hereby represents, 
warrants and covenants (which representations, warranties and covenants shall survive creation 
of any indebtedness of Trustor to Beneficiary and any extension of credit thereunder) as follows: 

(a) The Personal Property is not used or bought for personal, family or 
household purposes. 

(b) The tangible portion of the Personal Property will be kept on or at the 
Premises or Improvements and Trustor will not, without the prior written consent of 
Beneficiary, remove the Personal Property or any portion thereof therefrom except such 
portions or items of Personal Property which are consumed or worn out in ordinary 
usage, all of which shall be promptly replaced by Trustor with similar items of equal to or 
greater value. 

(c) Trustor hereby authorizes Beneficiary to file andor record financing 
statements and fixture filings pursuant to the Uniform Commercial Code of Arizona as in 
effect in the State of Arizona (Arizona Revised Statutes (“A.R.S.”) Sections 47-1101 
through 47-1 1 107, as amended from time to time (“Uniform Commercial Code of 
Arizona”)), in form satisfactory to Beneficiary and will pay the cost of recording and 
filing the same in all public offices wherever recording or filing is deemed by Beneficiary 
to be necessary or desirable. 

(d) Trustor’s principal place of business is in the State of Arizona at 400 
North 5‘h Street, Phoenix, Arizona 85004. Trustor does not do business under any trade 
name except as previously disclosed in writing to Beneficiary. Trustor will immediately 
noti@ Beneficiary in writing of any change in its place of business or the adoption or 
change of any trade name or fictitious business name, and will upon request of 
Beneficiary, execute any additional financing statements or other certificates necessary to 
reflect the adoption or change in trade name or fictitious business name. 
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(e) Trustor shall immediately notify Beneficiary of any claim against the 
Personal Property adverse to the interest of Beneficiary therein. 

3.03 Use of Personal Property by Trustor. Until the occurrence of an Event of Default 
hereunder or under any other Financing Document, Trustor may have possession of the Personal 
Property and use it in any lawful manner not inconsistent with this Deed of Trust and not 
inconsistent with any policy of insurance thereon. 

3.04 Remedies Upon an Event of Default. 

(a) In addition to the remedies provided in Section 4.02 hereof, upon the 
occurrence of an Event of Default hereunder, Beneficiary may do any one or more of the 
following: 

(i) Either personally, or by means of a court appointed receiver, take 
possession of all or any of the Personal Property and exclude therefrom Trustor 
and all others claiming under Trustor, and thereafter hold, store, use, operate, 
manage, maintain and control, make repairs, replacements, alterations, additions 
and improvements to and exercise all rights and powers of Trustor with respect to 
the Personal Property or any part thereof. In the event Beneficiary demands, or 
attempts to take possession of the Personal Property in the exercise of any rights 
under this Deed of Trust, Trustor agrees to promptly turn over and deliver 
possession thereof to Beneficiary; 

(ii) Without notice to or demand upon Trustor, make such payments 
and do such acts as Beneficiary may deem necessary to protect its security interest 
in the Personal Property (including, without limitation, paying, purchasing, 
contesting or compromising any Lien or Encumbrance, whether superior or 
inferior to such security interest) and in exercising any such powers or authority 
to pay all expenses (including, without limitation, litigation costs and reasonable 
attorney’s fees) incurred in connection therewith; 

(iii) Require Trustor fiom time to time to assemble the Personal 
Property, or any portion thereof, at a place designated by Beneficiary and 
reasonably convenient to both parties, and deliver promptly such Personal 
Property to Beneficiary, or an agent or representative designated by Beneficiary. 
Beneficiary, and its agents and representatives, shall have the right to enter upon 
any or all of Trustor’s premises and property to exercise Beneficiary’s rights 
hereunder; 

(iv) Realize upon the Personal Property or any part thereof as herein 
provided or in any manner permitted by law and exercise any and all of the other 
rights and remedies conferred upon Beneficiary by this Deed of Trust, any other 
Financing Document, or by law, either concurrently or in such order as 
Beneficiary may determine; 
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(v) Sell or cause to be sold in such order as Beneficiary may 
determine, as a whole or in such parcels as Beneficiary may determine, the 
Personal Property and the remainder of the Trust Estate; 

(vi) Sell, lease, or otherwise dispose of the Personal Property at public 
sale, upon terms and in such manner as Beneficiary may determine. Beneficiary 
may be a purchaser at qny sale; and 

(vii) Exercise any remedies of a secured party under the Uniform 
Commercial Code of Arizona or any other applicable law. 

(b) Unless the Personal Property is perishable or threatens to decline speedily 
in value or is of a type customarily sold on a recognized market, Beneficiary shall give 
Trustor at least five (5) days’ prior written notice of the time and place of any public sale 
of the Personal Property or other intended disposition thereof to be made. Such notice 
may be mailed to Trustor at the address set forth in Section 5.05. 

(c) The proceeds of any sale under Section 3.04(a)(iv) shall be applied, unless 
otherwise directed by statute, as provided in Clause 7 of the Agency and Disbursement 
Agreement. Beneficiary shall have the right to enforce one or more remedies hereunder, 
successively or concurrently, and such action shall not operate to estop or prevent 
Beneficiary fiom pursuing any fUrther remedy that it may have. Any repossession or 
retaking or sale of the Personal Property pursuant to the terms hereof shall not operate to 
release Trustor until full payment of any deficiency has been made in cash. 

3.05 Security Agreement. This Deed of Trust constitutes and shall be deemed to be a 
“security agreement” for all purposes of the Uniform Commercial Code of Arizona and 
Beneficiary shall be entitled to all the rights and remedies of a “secured party” under such 
Uniform Commercial Code of Arizona. 

3.06 Fixture Filing. Upon its recording in the real property records, this Deed of Trust 
shall be effective as a financing statement filed as a fixture filing. In addition, a carbon, 
photographic or other reproduced copy of this Deed of Trust and/or any financing statement 
relating hereto shall be sufficient for filing and/or recording as a financing statement. The filing 
of any other financing statement relating to any personal property, rights or interests described 
herein shall not be construed to diminish any right or priority hereunder. 

ARTICLE IV 
REMEDIES UPON DEFAULT 

4.01 Events of Default. An Event of Default under the Loan Agreement shall be an 
Event of Default hereunder. 

4.02 Acceleration Upon Default; Additional Remedies. Upon the occurrence of an 
Event of Default, Beneficiary may declare all or any part of the Obligations immediately due and 
payable without any presentment, demand, protest or notice of any kind. Beneficiary may, in 
addition to the exercise of any or all of the remedies specified in Section 3.04: 
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(a) Either in person or by agent, with or without bringing any action or 
proceeding, or by a receiver appointed by a court and without regard to the adequacy of 
its security, enter upon and take possession of the Trust Estate, or any part thereof, in its 
own name or in the name of Trustee, and do any acts that it deems necessary or desirable 
to preserve the value, marketability or rentability of the Trust Estate, or any part thereof 
or interest therein, increase the income therefrom or protect the security hereof and, with 
or without taking possession of the Trust Estate, sue for or otherwise collect the Rents, or 
any part thereof, including, without limitation, those past due and unpaid, and apply the 
same, less costs and expenses of operation and collection (including, without limitation, 
attorneys’ fees) upon the Obligations, all in such order as Beneficiary may determine. 
The entering upon and taking possession of the Trust Estate, the collection of such Rents 
and the application thereof as aforesaid, shall not cure or waive any default or notice of 
default hereunder or invalidate any act done in response to such default or pursuant to 
such notice of default and, notwithstanding the continuance in possession of all or any 
portion of the Trust Estate or the collection, receipt and application of Rents, Trustee or 
Beneficiary shall be entitled to exercise every right provided for in any of the Financing 
Documents or by law upon occurrence of any Event of Default, including, without 
limitation, the right to exercise the power of sale; 

(b) Commence an action to foreclose the lien of this Deed of Trust as a 
mortgage, appoint a receiver, or specifically enforce any of the covenants hereof; 

(c) Exercise of the power of sale herein contained and deliver to Trustee a 
written statement of breach, notice of default and election to cause Trustor’s interest in 
the Trust Estate to be sold; or 

(d) Exercise all other rights and remedies provided herein, in any Financing 
Document or other document or agreement now or hereafter securing or guarantying all 
or any portion of the Obligations, or by law, including, without limitation, the rights and 
remedies provided in A.R.S. Section 33-702.B. 

4.03 Exercise of Power of Sale. If Beneficiary elects to exercise the power of sale 
herein contained, Beneficiary shall notify Trustee and shall deposit with Trustee this Deed of 
Trust and the Notes and such receipts and evidence of expenditures made and secured hereby as 
Trustee may require. 

(a) Upon receipt of such statement and notice from Beneficiary, Trustee shall 
cause to be recorded, published and delivered to Trustor such Notice of Sale as then 
required by law. Trustee shall, without demand on Trustor, after lapse of such time as 
may then be required by law and after recordation of such Notice of Sale and Notice of 
Sale having been given as required by law, sell the Trust Estate at the time and place of 
sale fixed by it in said Notice of Sale, either as a whole, or in separate lots or parcels or 
items as Trustee shall deem expedient, and in such order as it may determine, at public 
auction to the highest bidder for cash in lawful money of the United States payable at the 
time of sale. Trustee shall deliver to such purchaser or purchasers thereof its good and 
sufficient deed or deeds conveying the property so sold, but without any covenant or 
warranty, express or implied. The recitals in such deed of any matters or facts shall be 
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conclusive proof of the truthfulness thereof. Any person, including, without limitation, 
Trustor, Trustee or Beneficiary, may purchase at such sale and Trustor hereby covenants 
to warrant and defend the title of such purchaser or purchasers. 

(b) After deducting all costs, fees and expenses of Trustee and of this Trust, 
including, without limitation, Trustee’s fees and reasonable attorneys’ fees, and costs of 
evidence of title in connection with sale, Trustee shall apply the proceeds of sale, unless 
otherwise directed by statute, in accordance with Clause 7 of the Agency and 
Disbursement Agreement. 

(c) Subject to A.R.S. Section 33-810.B, Trustee may postpone sale of all or 
any portion of the Trust Estate by public announcement at such time and place of sale, 
and fiom time to time thereafter may postpone such sale by public announcement or 
subsequently noticed sale, and without further notice make such sale at the time fixed by 
the last postponement, or may, in it discretion, give a new notice of sale. 

4.04 Personal Property. It is the express understanding and intent of the parties that as 
to any personal property interests subject to Chapter 9 of the Uniform Commercial Code of 
Arizona, Beneficiary, upon an Event of Default, may proceed under such Uniform Commercial 
Code of Arizona or may proceed as to both real and personal property interests in accordance 
with the provisions of this Deed of Trust and its rights and remedies in respect to real property, 
as specifically permitted under A.R.S. Section47-9604.A, and treat both real and personal 
property interests as one parcel or package of security. 

4.05 Appointment of Receiver. Upon the occurrence of an Event of Default, 
Beneficiary, as a matter of right and without notice to Trustor or any one claiming under Trustor, 
and without regard to the then value of the Trust Estate or the interest of Trustor therein, shall 
have the right to apply to any court having jurisdiction to appoint a receiver or receivers of the 
Trust Estate, and Trustor hereby irrevocably consents to such appointment and waives notice of 
any application therefor. Any such receiver or receivers shall have all the usual powers and 
duties of receivers in like or similar cases and all the powers and duties of Beneficiary in case of 
entry as provided herein and shall continue as such and exercise all such powers until the later of 
the date of confirmation of sale of the Trust Estate or the date of expiration of any redemption 
period unless such receivership is sooner terminated. 

4.06 Remedies Not Exclusive. Trustee and Beneficiary, and each of them, shall be 
entitled to enforce payment and performance of any and all of the Obligations and to exercise all 
rights and powers under the Financing Documents and under the law now or hereafter in effect, 
notwithstanding some or all of the Obligations may now or hereafter be otherwise secured or 
guaranteed. Neither the acceptance of this Deed of Trust nor its enforcement, whether by court 
action or pursuant to the power of sale or other rights herein contained, shall prejudice or in any 
manner affect Trustee’s or Beneficiary’s right to realize upon or enforce any other security or 
guaranty now or hereafter held by Trustee or Beneficiary, it being agreed that Trustee and 
Beneficiary, and each of them shall be entitled to enforce this Deed of Trust and any other 
security or any guaranty now or hereafter held by Beneficiary or Trustee in such order and 
manner as they or either of them may in their absolute discretion determine. No remedy herein 
conferred upon or reserved to Trustee or Beneficiary is intended to be exclusive of any other 
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remedy herein or by law provided or permitted, but each shall be cumulative and shall be in 
addition to every other remedy given hereunder or now or hereafter existing under the law. 
Every power or remedy given by any of the Financing Documents or by law to Trustee or 
Beneficiary or to which either of them may be otherwise entitled, may be exercised, concurrently 
or independently, from time to time and as often as may be deemed expedient by Trustee or 
Beneficiary and, to the extent permitted by law, either of them may pursue inconsistent remedies. 

4.07 Request for Notice. Trustor hereby requests a copy of any notice of default and 
that any notice of sale hereunder be mailed to it at the address set forth in Section 5.05. 

ARTICLE V 
MISCELLANEOUS 

5.01 Change, Discharge, Termination, or Waiver. No provision of this Deed of Trust 
may be changed, discharged, terminated, or waived except in a writing signed by the party 
against whom enforcement of the change, discharge, termination, or waiver is sought. No failure 
on the part of Beneficiary to exercise and no delay by Beneficiary in exercising any right or 
remedy under the Financing Documents or under the law shall operate as a waiver thereof. 

5.02 Trustor Waiver of Rights. Trustor waives, to the extent permitted by law, (a) the 
benefit of all laws now existing or that may hereafter be enacted providing for any appraisement 
before sale of any portion of the Trust Estate, and (b) all rights of redemption, valuation, 
appraisement, stay of execution, notice of election to mature or declare due the Obligations and 
marshaling in the event of foreclosure of the liens hereby created, and (c) all rights and remedies 
that Trustor may have or be able to assert by reason of the laws of the State of Arizona pertaining 
to the rights and remedies of sureties including, without limitation, A.R.S. Sections 12-1641 
through 12-1646, and Arizona Rules of Civil Procedure 17(f). 

5.03 Statements bv Trustor. Trustor shall, within ten (10) days after written notice 
thereof from Beneficiary, deliver to Beneficiary a written statement stating the unpaid principal 
of and interest on the Notes and any other amounts secured by this Deed of Trust and stating 
whether any offset or defense exists against such principal and interest or such other amounts. 

5.04 Reconvevance bv Trustee. Upon written request of Beneficiary stating that all 
Obligations have been satisfied in full, and upon surrender of this Deed of Trust and the Notes to 
Trustee for cancellation and retention and upon payment by Trustor of Trustee’s fees, Trustee 
shall reconvey to Trustor, or to the person or persons legally entitled thereto, without warranty, 
any portion of the Trust Estate then held hereunder. The recitals in such reconveyance of any 
matters or facts shall be conclusive proof of the truthhlness thereof. The grantee in any 
reconveyance may be described as “the person or persons legally entitled thereto.” 

5.05 Notices. All notices, requests and demands to be made hereunder to the parties 
hereto shall be in writing and shall be delivered by hand or sent by registered or certified mail, 
return receipt requested, through the United States Postal Service to the addresses shown below 
or such other address which the parties may provide to one another in accordance herewith. 
Such notices, requests and demands, if sent by mail, shall be deemed given two (2) days after 
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deposit in the United States mail, and if delivered by hand, shall be deemed given when 
delivered. 

To Beneficiary: Pinnacle West Energy Corporation 
400 North 5‘h Street 
Phoenix, Arizona 85004 
Attention: Warren Kotzmann, V. P., Finance and Corporate 
Services 
Mail Station 9988 

To Trustor: Arizona Public Service Company 
400 North 5th Street 
Phoenix, Arizona 85004 
Attention: Don Robinson, V.P., Finance and Planning 
Mail Station 9909 

5.06 Acceptance bv Trustee. Trustee accepts this Trust when this Deed of Trust, duly 
executed and acknowledged, is made a public record as provided by law. 

5.07 CaDtions and References. The headings at the beginning of each section of this 
Deed of Trust are solely for convenience and are not part of this Deed of Trust. Unless 
otherwise indicated, each reference in this Deed of Trust to a section or an exhibit is a reference 
to the respective section herein or exhibit hereto. 

5.08 Invalidity of Certain Provisions. If any provision of this Deed of Trust is 
unenforceable, the enforceability of the other provisions shall not be affected and they shall 
remain in full force and effect. If the lien of this Deed of Trust is invalid or unenforceable as to 
any part of the debt, or if the lien is invalid or unenforceable as to any part of the Trust Estate, 
the unsecured or partially secured portion of the debt shall be completely paid prior to the 
payment of the remaining and secured or partially secured portion of the debt, and all payments 
made on the debt, whether voluntary or under foreclosure or other enforcement action or 
procedure, shall be considered to have been first paid on and applied to the full payment of that 
portion of the debt which is not secured or fully secured by the lien of this Deed of Trust. 

5.09 Subrogation. To the extent that proceeds of the Notes are used to pay any 
outstanding lien, charge or prior encumbrance against the Trust Estate, such proceeds have been 
or will be advanced by Beneficiary at Trustor’s request and Beneficiary shall be subrogated to 
any and all rights and liens held by any owner or holder of such outstanding liens, charges and 
prior encumbrances, irrespective of whether said liens, charges or encumbrances are released. 

5.10 Attomevs’ Fees. If any or all of the Obligations are not paid when due or if an 
Event of Default occurs, Trustor agrees to pay all costs of enforcement and collection and 
preparation therefore (including, without limitation, reasonable attorney’s fees) whether or not 
any action or proceeding is brought (including, without limitation, all such costs incurred in 
connection with any bankruptcy, receivership, or other court proceedings (whether at the trial or 
appellate level)), together with interest therein from the date of demand at the Default Rate. 
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5.1 1 Governing Law. THIS DEED OF TRUST SHALL BE GOVERNED BY AND 
CONSTRUED IN ACCORDANCE WITH THE LAWS OF THE STATE OF ARIZONA. 

5.12 Joint and Several Obligations. If this Deed of Trust is signed by more than one 
party as Trustor, all obligations of Trustor herein shall be the joint and several obligations of 
each party executing this Deed of Trust as Trustor. 

5.13 Number and Gender. In this Deed of Trust the singular shall include the plural 
and the masculine shall include the feminine and neuter gender and vice versa, if the context so 
requires. 

5.14 No Merger of Lease. If both the lessor’s and lessee’s estate under any lease or 
any portion thereof which constitutes a part of the Trust Estate shall at any time become vested 
in one owner, this Deed of Trust and the lien created hereby shall not be destroyed or terminated 
by application of the doctrine of merger unless Beneficiary so elects as evidenced by recording a 
written declaration executed by Beneficiary so stating, and, unless and until Beneficiary so 
elects, Beneficiary shall continue to have and enjoy all of the rights and privileges of Beneficiary 
as to the separate estates. In addition, upon the foreclosure of the lien created by this Deed of 
Trust on the Trust Estate pursuant to the provisions hereof, any leases or subleases then existing 
and affecting all or any portion of the Trust Estate shall not be destroyed or terminated by 
application of the law of merger or as a matter of law or as a result of such foreclosure unless 
Beneficiary or any purchaser at such foreclosure sale shall so elect. No act by or on behalf of 
Beneficiary or any such purchaser shall constitute a termination of any lease or sublease unless 
Beneficiary or such purchaser shall give written notice thereof to such tenant or subtenant. 

I 

5.15 Status of Title. Trustor represents and warrants that it is the lawful owner of the 
Trust Estate free and clear of all Liens and Encumbrances and holds a fee simple estate in the 
Premises and Improvements, subject only to the Permitted Exceptions and that Trustor has full 
right, power and authority to convey and mortgage the same and to execute this Deed of Trust. 

5.16 InteBation. The Financing Documents contain the complete understanding and 
agreement of Trustor and Beneficiary and supersede all prior representations, warranties, 
agreements, arrangements, understandings, and negotiations. 

5.17 Bindinn Effect. The Financing Documents will be binding upon, and inure to the 
benefit of, Trustor, Trustee and Beneficiary and their respective successors and assigns. Trustor 
may not delegate its obligations under the Financing Documents. 

5.18 Time of the Essence. Time is of the essence with regard to the each provision of 
the Financing Documents as to which time is a factor. 

5.19 Survival. The representations, warranties, and covenants of the Trustor and the 
Financing Documents shall survive the execution and delivery of the Financing Documents. 
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IN WITNESS WHEREOF, Trustor has executed this Deed of Trust as of the day and 
year first above written. 

PINNACLE WEST ENERGY CORPORATION, an 
Arizona corporation 

Name: Warren Kotafnann 
Title: Vice President, d Corporate Services 
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STATE OF ARIZONA 

County of Maricopa 
) ss. 

day of December, 
2002, by Warren Kot~mann, the Vice President, Finance and Corporate Services of PINNACLE 
WEST ENERGY CORPORATION, An Arizona 

3Y-I The foregoing instrument was acknowledged before me this 

Notary Public 

My commission expires: 
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EXHIBIT A 

PARCEL NO. 1 : 

The North half of the Southwest quarter of Section 25, Township 1 South, Range 6 West of the 
Gila and Salt River Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-23 1, A R S .  

PARCEL NO. 2: 

The south half of Section 14, Township 1 South, Range 6 West, of the Gila and Salt River Base 
and Meridian, Maricopa County, Arizona. 

PARCEL NO. 3: 

The Northwest quarter of Section 26, Township 1 South, Range 6 West of the Gila and Salt 
River Base and Meridian, Maricopa County, Arizona. 

PARCEL NO. 4: 

The East half of the East half of Section 22, Township 1 South, Range 6 West of the Gila and 
Salt River Base and Meridian, Maricopa County, Arizona; 

EXCEPT that portion conveyed to the Arizona Eastern Railroad Company, by instrument 
recorded in Book 198 of Deeds, page 547, records of Maricopa County, Arizona; and 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-23 1, ARS. 



PARCEL NO. 5: 

The Northwest quarter of Section 23, Township 1 South, Range 6 West of the Gila and Salt 
River Base and Meridian, Maricopa County, Arizona; 

EXCEPT that portion conveyed to the Arizona Eastern Railroad Company, a corporation, by 
instrument recorded in Book 198 of Deeds, page 548, records of Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, A R S .  

PARCEL NO. 6: 

The Southwest quarter of Section 23, Township 1 South, Range 6 West of the Gila and Salt 
River Base and Meridian, Maricopa County, Arizona; 

EXCEPT that portion conveyed to the Arizona Eastern Railroad Company, a corporation, by 
instrument recorded in Book 198 of Deeds, page 548, records of Maricopa County Arizona; and 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, A R S .  

PARCEL NO. 7: 

The Southeast quarter of Section 23, Township 1 South, Range 6 West of the Gila and Salt River 
Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, A R S .  
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PARCEL NO. 8: 

The Northwest quarter of Section 25, Townshp 1 South, Range 6 West of the Gila and Salt 
River Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, ARS. 

PARCEL NO. 9: 

The North half of the Northeast quarter of Section 26, Township 1 South, Range 6 West of the 
Gila and Salt River Base and Meridian, Maricopa County, Arizona; 
Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set fbrth in Section 
37-231, A R S .  

PARCEL NO. 10: 

The Northeast quarter of Section 23, Township 1 South, Range 6 West of the Gila and Salt River 
Base and Meridian, Maricopa County, Arizona; 

EXCEPT that portion conveyed to the Arizona Eastern Railroad Company, a corporation, by 
instrument recorded in Book 198 of Deeds, page 548, records of Maricopa County, Arizona; and 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, ARS. 

PARCEL NO. 11: 

The Southwest quarter of the Northwest quarter, and the South half of the Southeast quarter of 
the Northwest quarter of Section 24, Township 1 South, Range 6 West of the Gila and Salt River 
Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-23 1 , ARS. 
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PARCEL NO. 12: 

The West half of the Southwest quarter of the Northeast quarter, the West half of the Northwest 
quarter of the Southeast quarter, and the Southwest quarter of the Northwest quarter of the 
Northeast quarter of Section 25, Township 1 South, Range 6 West of the Gila and Salt River 
Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, ARS. 

PARCEL NO. 13: 

The Southwest quarter of Section 24, Township 1 South, Range 6 West of the Gila and Salt 
River Base and Meridian, Maricopa County, Arizona; 

Except all oil, gas, other hydrocarbon substances, helium or other substances of a gaseous nature, 
coal, metals, minerals, fossils, fertilizer of every name and description and except all uranium, 
thorium or any other material which is or may be determined to be peculiarly essential to the 
production of fissionable materials whether or not of commercial value, as set forth in Section 
37-231, ARS. 
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EXHDBIT C 

“Permitted Exceptions” means the following: 

1. Sale, transfer, or other disposition of any Personal Property that is 
consumed or worn out in ordinary usage and that is promptly replaced with similar items of 
equal or greater value. 

2. Any purchase, sale, transportation, exchange, option, or similar transaction 
in the ordinary course of Trustor’s business with respect to fuel, electricity and/or capacity, 
including, but not limited to, system, plant or unit contingent transactions or system, plant or unit 
specific tolling agreements (collectively, the “Transactions”), and the assignment of such 
Transactions to or fi-om the Trustor. 

3. Liens and Encumbrances being contested in accordance with Section 1.17 
of the Deed of Trust. 

4. Impositions being contested in accordance with Section 1.07(d) of this 
Deed of Trust. 

5. 
recording of this Deed of Trust. 

Items recorded in the Official records of the county prior to the date of 
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EXHIBIT B 

DESCFUPTION OF PERSONAL PROPERTY 

(a) All personal property, (including, without limitation, all goods, supplies, 
equipment, furniture, furnishings, fixtures, machinery, and inventory) in which Trustor now or 
hereafter acquires an interest or right, which is now or hereafter located on or affixed to the 
Premises or the Improvements, together with all books, records, leases and other agreements, 
documents, and instruments of whatever kind or character, relating to the Premises, 
Improvements, or such personal property; 

(b) All fees, income, rents, issues, profits, earnings, receipts, royalties, and revenues 
which, after the date hereof and while any portion of the Obligations remains unpaid or 
unperformed, may accrue from the personal property referenced in Paragraph (a) above, or any 
part thereof or from the Premises, the Improvements or any other part of the Trust Estate, or 
which may be received or receivable by Trustor from any hiring, using, letting, leasing, 
subhiring, subletting, subleasing, occupancy, operation, or use thereof; 

(c) All of Trustor’s present and hture rights to receive payments of money, services, 
or property, relating to the Premises, the Improvements, or the personal property described in 
Paraaaph (a) above including, without limitation, rights to all deposits from tenants of the 
Premises or Improvements, accounts and other accounts receivable, deposit accounts, chattel 
paper, notes, drafts, contract rights, instruments, general intangibles, and principal, interest and 
payments due on account of goods sold or leased, services rendered, loans made or credit 
extended, together with title to or interest in all agreements, documents, and instruments, 
evidencing, securing or guarantying the same; 

(d) All other intangible property and rights relating to the Premises, the 
Improvements, the personal property described in Paragraph (a) above or the operation, 
occupancy, or use thereof, including, without limitation, all governmental and non-governmental 
permits, licenses, and approvals relating to construction on or operation, occupancy, or use of the 
Premises or Improvements, all names under or by which the Premises or Improvements may at 
any time be operated or known, all rights to carry on business under any such names, or any 
variant thereof, all trade names and trademarks relating in any way to the Premises or the 
Improvements, and all good will in any way relating to the Premises or the Improvements; 

(e) Trustor’s rights under all insurance policies covering the Premises, the 
Improvements, the Personal Property, and the other parts of the Trust Estate and any and all 
proceeds, loss payments, and premium refunds payable regarding the same; 
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( f )  All water stock relating to the Premises; 

(8) All causes of action, claims, compensation, and recoveries for any damage to, 
destruction of, or condemnation or taking of the Premises, the Improvements, the Personal 
Property, or any other part of the Trust Estate, or for any conveyance in lieu thereof, whether 
direct or consequential, or for any damage or injury to the Premises, the Improvements, the 
Personal Property, or any other part of the Trust Estate, or for any loss or diminution in value of 
the Premises, the Improvements, the Personal Property, or any other part of the Trust Estate; 

(h) All architectural, structural, mechanical, and engineering plans and specifications 
prepared for construction of Improvements or extraction of minerals or gravel fiom the Premises 
and all studies, data, and drawings related thereto; and also all contracts and agreements of the 
Trustor relating to the aforesaid plans and specifications or to the aforesaid studies, data, and 
drawings or to the construction of Improvements on or extraction of minerals or gravel fiom the 
Premises; 

(i) All proceeds fkom sale or disposition of any of the aforesaid collateral; and 

0) All Trustor’s rights in proceeds of the loan evidenced by the Note. 

(k) As used in this Exhibit B the terms “Premises”, “Improvements”, and “Personal 
Property” shall have the meanings set forth in the Deed of Trust to which this Exhibit B is 
attached. 
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When Recorded Return To: 

Snell & Wilmer, LLP 
One Anzona Center 
Phoenix, Arizona 85004 
Attn: David J. Carroll 

Recorder’s Use 
(Saguaro Power Plant) 

DEED OF TRUST AND FIXTURE FILING 
(With Assignment of Rents and Security Agreement) 

(VARIABLE RATE) 

THIS DEED OF TRUST SECURES VARIABLE RATE PROMISSORY NOTES. 

THIS DEED OF TRUST AND FIXTURE FILING (With Assignment of Rents and 
Security Agreement) (as it may be amended and modified from time to time, the “Deed of 
Trust”) is made as of December 4, 2002, by and among PINNACLE WEST ENERGY 
CORPORATION, an Arizona corporation (“Trustor”), whose mailing address is 400 North 
Sth Street, Phoenix, Arizona 85004, FIRST AMERICAN TITLE INSURANCE COMPANY, 
a California corporation (“Trustee”), whose mailing address is P.O. Box 2922, Phoenix, 
Arizona, and ARIZONA PUBLIC SERVICE COMPANY, an Arizona corporation, 
(“Beneficiary”), whose mailing address is 400 North SIh Street, Phoenix, Arizona 85004. 
Capitalized terms used in this Deed of Trust not otherwise defined herein shall be as used in that 
certain 364-Day Credit Agreement, dated of even date herewith, by and between Beneficiary, as 
Lender and PINNACLE WEST CAPITAL CORPORATION, an Arizona corporation, as 
“Borrower” (the “Loan Agreement”). 

FOR GOOD AND VALUABLE CONSIDERATION, including the indebtedness herein 
recited and the trust herein created, the receipt of which is hereby acknowledged, Trustor hereby 
irrevocably grants, transfers, conveys and assigns to Trustee, IN TRUST, WITH POWER OF 
SALE, for the benefit and security of Beneficiary, under and subject to the terms and conditions 
hereinafter set forth, that certain real property located in the County of Pinal, State of Arizona, 
more particularly described in Exhibit A attached hereto and incorporated herein by this 
reference (the “Premises”); 

TOGETHER WITH any and all buildings and other improvements now or hereafter 
erected on the Premises including, without limitation, fixtures, attachments, appliances, 
equipment, machinery, and other personal property attached to such buildings and other 
improvements (the “Lmprovements”), all of which shall be deemed and construed to be a part of 
the real property; 

TOGETHER WITH all rents, issues, profits, damages, royalties, income and other 
benefits now or hereafter derived from the Premises and the Improvements (collectively the 
“Rents”), subject to the terms and provisions of Article I1 of this Deed of Trust with respect to all 
leases and subleases of the Premises or Improvements now or hereafter existing or entered into, 
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or portions thereof, granted by Trustor, and hrther subject to the right, power and authority 
hereinafter given to Trustor to collect and apply such Rents; 

TOGETHER WITH all interests, estates or other claims, both in law and in equity, which 
Trustor now has or may hereafter acquire in the Premises or the Improvements; 

TOGETHER WITH all easements, rights-of-way and other rights now owned or hereafter 
acquired by Trustor used in connection with the Premises or the Improvements or as a means of 
access thereto (including, without limitation, all rights pursuant to any trackage agreement and 
all rights to the nonexclusive use of common drive entries, and all tenements, hereditaments and 
appurtenances thereof and thereto) and all water and water rights and shares of stock evidencing 
the same; 

TOGETHER WITH all leasehold estate, right, title and interest of Trustor in and to all 
leases or subleases covering the Premises or the Improvements or any portion thereof now or 
hereafter existing or entered into, and all right, title and interest of Trustor thereunder including, 
without limitation, all rights of Trustor against guarantors thereof, all cash or security deposits, 
advance rentals, and deposits or payments of similar nature (collectively, the “Leases”); 

TOGETHER WITH all right, title and interest now owned or hereafter acquired by 
Trustor in and to any greater estate in the Premises or the Improvements; 

TOGETHER WITH all right, title, and interest of Trustor in (i) the property and interests 
in property described on Exhibit B attached hereto and incorporated herein by reference, and (ii) 
all proceeds thereof (such personal property and proceeds are referred to herein collectively as 
the “Personal Property”); 

TOGETHER WITH all right, title and interest of Trustor, now owned or hereafter 
acquired, in and to any land lying within the right-of-way of any street, open or proposed, 
adjoining the Premises, and any and all sidewalks, alleys and strips and gores of land adjacent to 
or used in connection with the Premises; 

TOGETHER WITH all the estate, interest, right, title, other claim or demand, both in law 
and in equity (including, without limitation, claims or demands with respect to the proceeds of 
insurance in effect with respect thereto) that Trustor now has or may hereafter acquire in the 
Premises, the Improvements, the Personal Property, or any other part of the Trust Estate (as 
defined below), and any and all awards made for the taking by eminent domain, or by any 
proceeding of purchase in lieu thereof, of the whole or any part of the Trust Estate (including, 
without limitation, any awards resulting from a change of grade of streets and awards for 
severance damages); 

TOGETHER WITH all proceeds of the foregoing. 

The entire estate, property, right, title and interest hereby conveyed to Trustee may 
hereafter be collectively referred to as the “Trust Estate.” 

FOR THE PURPOSE OF SECURING (in such order of priority as Beneficiary may 
elect) the following (the “Oblinations”): 
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(a) all obligations of Borrower to Beneficiary pursuant to the Loan Agreement 
in the maximum principal amount of ONE HUNDRED TWENTY-FIVE MILLION 
AND NOD00 DOLLARS ($1 25,000,000.00), as more particularly evidenced by the 
Notes (the Loan Agreement contains a provision providing for a variable rate of interest 
under the Notes); and 

(b) payment of all sums advanced by Beneficiary to protect the Trust Estate, 
with interest thereon equal to the Base Rate plus three percent (3%); 

(c) performance of every obligation of Borrower and/or Trustor contained in 
the Financing Documents (as defined below); 

(d) performance of every obligation of Trustor contained in any agreement, 
document, or instrument now or hereafter executed by Trustor reciting that the 
obligations thereunder are secured by this Deed of Trust; and 

(e) for the benefit of Beneficiary, compliance with and performance of each 
and every provision of any declaration of covenants, conditions and restrictions, any 
maintenance, easement and party wall agreement, or any other agreement, document, or 
instrument by which the Trust Estate is bound or may be affected. 

This Deed of Trust, the Notes, the Loan Agreement, and any other deeds of trust, mortgages, 
agreements, guaranties or other instruments given to evidence or fiwther secure the payment and 
performance of any or all of the Obligations, as the foregoing may be amended, modified, 
extended, or renewed fkom time to time may hereinafter be collectively referred to as the 
"Financing Documents." 

TRUSTOR HEREBY COVENANTS AND AGREES AS FOLLOWS: 

ARTICLE I 
COVENANTS AND AGREEMENTS OF TRUSTOR 

1.01 Maintenance, Repair, Alterations. Trustor shall keep the Trust Estate in good 
condition and repair. Trustor shall not remove, demolish, or substantially alter any of the 
Improvements, except with the prior written consent of Beneficiary; provided, however, that the 
written consent of Beneficiary shall not be required for any removal, demolition or alterations to 
the Improvements resulting from Trustor's ongoing construction program or in connection with 
Trustor's Prudent Utility Practices. For purposes of this Deed of Trust, "Prudent Utility 
Practices" shall mean those nationally recognized practices, methods, standards and acts 
(including, but not limited to, the practices, methods, standards and acts engaged in or approved 
by a significant portion of the power generation industry in United States), that, in the exercise of 
reasonable prudent judgment in light of the facts known or that should reasonably have been 
known at the time a decision was made, would have been expected to accomplish the desired 
result consistent with good engineering practices, safety, reliability, and good business practices, 
and which practices, methods, standards and acts conform to a majority of the operation and 
maintenance standards followed by power generating plants of similar type, size and capacity as 
the Premises. Prudent Utility Practices are not limited to the optimum practice or method to the 
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exclusion of others, but rather refer to the reasonable practices and methods used by a significant 
portion of the power generation industry in the United States. Trustor shall complete promptly 
and in a good and workmanlike manner any Improvement that may be now or hereafter 
constructed on the Premises and promptly restore in like manner any Improvements that may be 
damaged or destroyed from any cause whatsoever and pay when due all claims for labor 
performed and materials furnished therefor. Trustor shall comply with all Requirements (as 
defined below) and shall not suffer to occur or exist any violation of any Requirement. Trustor 
shall not commit or permit any waste or deterioration of the Trust Estate, and, to the extent 
allowed by law, shall keep and maintain abutting grounds, sidewalks, roads, parking and 
landscape areas in good and neat order and repair. Trustor shall perform its obligations under 
each Lease. “Requirement” and “Requirements” mean, respectively, each and all obligations 
and requirements now or hereafter in effect by which Trustor or the Trust Estate are bound or 
which are otherwise applicable to the Trust Estate, construction of any Improvements on the 
Trust Estate, or operation, occupancy or use of the Trust Estate (including, without limitation (i) 
such obligations and requirements imposed by common law or any law, statute, ordinance, 
regulation, or rule (federal, state, or local), and (ii) such obligations and requirements of, in, or in 
respect of (A) any consent, authorization, license, permit, or approval relating to the Trust Estate, 
(B) any condition, covenant, restriction, easement, or right-of-way reservation applicable to the 
Trust Estate, (C) any Lien or Encumbrance, (D) any other agreement, document, or instrument to 
which Trustor is a party or by which Trustor or the Trust Estate is bound or affected, and (E) any 
order, writ, judgment, injunction, decree, determination, or award of any arbitrator, other private 
adjudicator, court, government, or governmental authority (federal, state, or local) to which 
Trustor is a party or by which Trustor or the Trust Estate is bound or affected). 

1.02 Required Insurance. Trustor shall at all times provide, maintain and keep in force 
or cause to be provided, maintained and kept in force with respect to the Trust Estate, at no 
expense to Trustee or Beneficiary, policies of insurance in forms and amounts and issued by 
companies reasonably satisfactory to Beneficiary covering such casualties, risks, perils, liabilities 
and other hazards as is required under the Loan Agreement. All such policies of insurance 
required by the terms of this Deed of Trust or the Loan Agreement shall contain an endorsement 
or agreement by the insurer that any loss shall be payable in accordance with the terms of such 
policy notwithstanding any act or negligence of Trustor or any party holding under Trustor that 
might otherwise result in forfeiture of said insurance and the hrther agreement of the insurer 
waiving all rights of setoff, counterclaim or deductions against Trustor. 

1.03 Delivery of Policies. Payment of Premiums. 

(a) At Beneficiary’s option all policies of insurance shall either have attached 
thereto a lender’s loss payable endorsement for the benefit of Beneficiary in form 
satisfactory to Beneficiary or shall name Beneficiary as an additional insured. Trustor 
shall hmish Beneficiary with certificates of insurance for each required policy setting 
forth the coverage, the limits of liability, the name of the carrier, the policy number and 
the period of coverage. If Beneficiary consents, Trustor may provide any of the required 
insurance through blanket policies camed by Trustor and covering more than one 
location, or by policies procured by a tenant or other party holding under Trustor; 
provided, however, all such policies shall meet the requirements referred to in Section 
- 1.02. At least thirty (30) days prior to the expiration of each required policy, Trustor 
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shall deliver to Beneficiary evidence reasonably satisfactory to Beneficiary of the 
payment of premium and the renewal or replacement of such policy continuing insurance 
in form as required by this Deed of Trust. All such policies shall contain a provision that, 
notwithstanding any contrary agreement between Trustor and insurance company, such 
policies will not be cancelled, allowed to lapse without renewal, surrendered or materially 
amended, which term shall include any reduction in the scope or limits of coverage, 
without at least thirty (30) days’ prior written notice to Beneficiary. 

‘ (b) In the event Trustor fails to obtain, maintain, or deliver to Beneficiary the 
policies of insurance with respect to the Trust Estate required by this Deed of Trust, 
Beneficiary may, at Beneficiary’s election, but without any obligation so to do, procure 
such insurance or single-interest insurance for such risks covering Beneficiary’s interest, 
and Trustor will pay all premiums thereon promptly upon demand by Beneficiary, and 
until such payment is made by Trustor, the amount of all such premiums shall bear 
interest at the Default Rate. Upon the occurrence and during the continuation of an Event 
of Default and request by Beneficiary, Trustor shall deposit with Beneficiary in monthly 
installments, an amount equal to one-twelfth (1/12) of the estimated aggregate annual 
insurance premiums on all policies of insurance required by this Deed of Trust (funds 
deposited for this purpose are referred to as “Insurance Impounds”). In such event 
Trustor further agrees to cause all bills, statements, or other documents relating to the 
foregoing insurance premiums to be sent or mailed directly to Beneficiary. Upon receipt 
of such bills, statements, or other documents evidencing that a premium for a required 
policy is then payable, and provided there are sufficient Insurance Impounds, Beneficiary 
shall timely pay such amounts as may be due thereunder out of the Insurance Impounds. 
If at any time and for any reason the Insurance Impounds are or will be insufficient to pay 
such amounts as may be then or subsequently due, Beneficiary shall notify Trustor and 
Trustor shall immediately deposit an amount equal to such deficiency with Beneficiary. 
Notwithstanding the foregoing, nothing contained herein shall cause Beneficiary to be 
deemed a trustee of Insurance Impounds or to be obligated to pay any amounts in excess 
of the amount of the Insurance Impounds, nor shall anything contained herein modify the 
obligation of Trustor set forth in Section 1.01 to obtain and maintain insurance. 
Beneficiary may commingle Insurance Impounds with its own funds, and Trustor shall 
not be entitled to interest thereon. Beneficiary may reserve for future payments of 
premiums such portion of Insurance Impounds as Beneficiary in its absolute and sole 
discretion deems proper. If Trustor fails to deposit with Beneficiary sums sufficient to 
pay hlly such premiums at least thirty (30) days before delinquency thereof, Beneficiary 
may, at Beneficiary’s election, but without any obligation so to do, advance any amounts 
required to make up the deficiency, which advances, if any, shall be secured hereby and 
shall be repayable to Beneficiary upon demand with interest from the date advanced at 
the Default Rate, or at the option of Beneficiary the latter may, without making any 
advance whatever, apply any Insurance Impounds to payment of the Obligations in such 
order as Beneficiary may determine, notwithstanding that such Obligations may not yet 
be due. Upon the occurrence of an Event of Default, Beneficiary may, at any time, at 
Beneficiary’s option, apply any Insurance Impounds or impositions Impounds under this 
Section 1.03 or Section 1.07, any hnds paid as Rents, and any other funds of Trustor held 
by Beneficiary to payment of any of the Obligations, in such manner and order as 
Beneficiary may elect, notwithstanding that such Obligations may not yet be due. 
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1.04 Casualties; Insurance Proceeds. 

(a) Trustor shall give prompt written notice thereof to Beneficiary after the 
happening of any casualty to or in connection with the Trust Estate or any part thereof, 
whether or not covered by insurance. All proceeds of insurance shall be payable to 
Beneficiary, and Trustor hereby authorizes and directs any affected insurance company to 
make payment of such proceeds directly to Beneficiary. If Trustor receives any proceeds 
of insurance resulting fiom such casualty, Trustor shall promptly pay over such proceeds 
to Beneficiary. All proceeds of insurance will be applied by Beneficiary to payment of 
the Obligations in such order as Beneficiary shall determine. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1.01 hereof or restoring all damage or destruction to the Trust 
Estate, regardless of whether or not there are insurance proceeds available to Trustor or 
whether any such proceeds are sufficient in amount, and the application or release by 
Beneficiary of any insurance proceeds shall not cure or waive any default or notice of 
default under this Deed of Trust or invalidate any act done pursuant to such default or 
notice of default. 

1.05 Assignment of Policies Upon Foreclosure. In the event of foreclosure of this 
Deed of Trust as a mortgage, a sale under the power of sale, or any other transfer of title or 
assignment of the Trust Estate in extinguishment, in whole or in part, of the Obligations, all 
right, title and interest of Trustor in and to all policies of insurance required by Section 1.02 shall 
inure to the benefit of and pass to the successor in interest to Trustor or the purchaser or grantee 
of the Trust Estate, to the extent such policies are assignable pursuant to the terms thereof. 

1.06 Indemnification; Subrogation; Waiver of Offset. 

(a) If Beneficiary is made a party to any litigation concerning the Notes, this 
Deed of Trust, any of the Financing Documents, the Trust Estate or any part thereof or 
interest therein, or the occupancy of the Trust Estate by Trustor, which litigation is not 
the result of a claim or counterclaim made by Trustor or Borrower against Beneficiary for 
breach of Beneficiary's obligations under the Financing Documents (each, an "Excluded 
Claim"), then Trustor shall indemnify, defend and hold Beneficiary harmless for, from 
and against all liability by reason of said litigation, including reasonable attorneys' fees 
and expenses incurred by Beneficiary as a result of any such litigation, whether or not 
any such litigation is prosecuted to judgment. Beneficiary may employ an attorney or 
attorneys to protect its rights hereunder, and in the event of such employment following 
any breach by Trustor, Trustor shall pay Beneficiary reasonable attorneys' fees and 
expenses incurred by Beneficiary, whether or not an action is actually commenced 
against Trustor by reason of its breach. 

(b) Trustor waives any and all right to claim or recover against Beneficiary, 
its successors and assigns, their directors, officers, employees, agents and representatives, 
for loss of or damage to Trustor, the Trust Estate, Trustor's property or the property of 
others under Trustor's control from any cause insured against or required to be insured 
against by this Deed of Trust. 
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(c) All sums payable by Trustor pursuant to this Deed of Trust shall be paid 
without notice (except for such notice as may be expressly required hereunder or under 
the other Financing Documents), demand, counterclaim, setoff, deduction or defense and 
without abatement, suspension, deferment, diminution or reduction, and the obligations 
and liabilities of Trustor hereunder shall in no way be released, discharged or otherwise 
affected (except as expressly provided herein) by reason of: (i) any damage to or 
destruction of or any condemnation or similar taking of the Trust Estate or any part 
thereof; (ii) any restriction or prevention of or interference by any Person (as defined 
below) with any use of the Trust Estate or any part thereof; (iii) any title defect or 
encumbrance or any eviction from the Premises or the Improvements or any part thereof 
by title paramount or otherwise; or (iv) any bankruptcy, insolvency, reorganization, 
composition, adjustment, dissolution, liquidation or other like proceeding relating to 
Beneficiary, or any action taken with respect to this Deed of Trust by any trustee or 
receiver of Beneficiary, or by any court, in any such proceeding. Except as expressly 
provided herein, Trustor waives all rights now or hereafter conferred by statute or 
otherwise to any abatement, suspension, deferment, diminution or reduction of any sum 
secured hereby and payable by Trustor. “Person” means any natural person, any 
unincorporated association, any corporation, any partnership, any joint venture, any trust, 
any other legal entity, or any governmental authority (federal, state, local or foreign), 
excluding Beneficiary. 

1.07 Impositions. 

(a) Trustor shall pay, or cause to be paid, prior to delinquency, all real 
property taxes and assessments, general and special, and all other taxes and assessments 
of any kind or nature whatsoever, (including, without limitation, nongovernmental levies 
or assessments such as maintenance charges, levies, or charges resulting from covenants, 
conditions and restrictions affecting the Trust Estate) that are assessed or imposed upon 
the Trust Estate or become due and payable and that create, may create, or appear to 
create a lien upon the Trust Estate (the above are sometimes referred to herein 
individually as an “ImDosition” and collectively as “Impositions”), provided, however, 
that if by law any Imposition is payable, or may at the option of the taxpayer be paid, in 
installments, Trustor may pay the same or cause it to be paid, together with any accrued 
interest on the unpaid balance of such Imposition, in installments as the same becomes 
due and before any fine, penalty, interest, or cost may be added thereto for the 
nonpayment of any such installment and interest. 

(b) If at any time after the date hereof there shall beeassessed or imposed a fee, 
tax, or assessment on Beneficiary and measured by or based in whole or in part upon this 
Deed of Trust or the outstanding amount of the Obligations, then all such taxes, 
assessments or fees shall be deemed to be included within the term “Impositions” as 
defined in Section l.O7(a) and Trustor shall pay and discharge the same as herein 
provided with respect to the payment of Impositions. If Trustor fails to pay such 
Impositions prior to delinquency, Beneficiary may declare all or part of the Obligations, 
immediately due and payable. If Trustor is prohibited by law fiom paying such 
Impositions, Beneficiary may declare all or part of the Obligations due and payable on a 



date which is not less than six (6) months*from the date such prohibition is imposed on 
. Trustor. 

(c) Subject to the provisions of Section 1.07(d) and upon request by 
Beneficiary, Trustor shall deliver to Beneficiary within thirty (30) days after the date 
upon which any Imposition is due and payable by Trustor official receipts of the 
appropriate taxing authority, or other proof satisfactory to Beneficiary, evidencing the 
payment thereof. 

(d) Trustor shall have the right before any delinquency occurs to contest or 
object to the amount or validity of any Imposition by appropriate proceedings, but this 
shall not be deemed or construed in any way as relieving, modifying, or extending 
Trustor’s covenant to pay any such Imposition at the time and in the manner provided in 
this Section 1.07, unless Trustor has given prior written notice to Beneficiary of Trustor’s 
intent to so contest or object to an Imposition, and unless, in Beneficiary’s absolute and 
sole discretion, (i) Trustor shall demonstrate to Beneficiary’s satisfaction that the 
proceedings to be initiated by Trustor shall conclusively operate to prevent the sale of the 
Trust Estate or any part thereof or interest therein to satisfy such hposition prior to final 
determination of such proceedings, (ii) Trustor shall fiunish a good and sufficient bond or 
surety as requested by and satisfactory to Beneficiary, or (iii) Trustor shall demonstrate to 
Beneficiary’s satisfaction that Trustor has provided a good and sufficient undertaking as 
may be required or permitted by law to accomplish a stay of any such sale. 

(e) Upon the occurrence and during the continuation of an Event of Default 
and upon request by Beneficiary, Trustor shall pay to Beneficiary an initial cash deposit 
in an amount adequate to pay all Impositions for the ensuing tax fiscal year and shall 
thereafter continue to deposit with Beneficiary, in monthly installments, an amount equal 
to one-twelfth (1/12) of the sum of the annual Impositions reasonably estimated by 
Beneficiary, for the purpose of paying the installment of Impositions next due (funds 
deposited for this purpose are referred to as “Impositions Impounds”). In such event, 
Trustor further agrees to cause all bills, statements, or other documents relating to 
Impositions to be sent or mailed directly to Beneficiary. Upon receipt of such bills, 
statements, or other documents, and providing there are sufficient Impositions Impounds, 
Beneficiary shall timely pay such amounts as may be due thereunder out of the 
Impositions Impounds. If at any time and for any reason the Impositions Impounds are or 
will be insufficient to pay such amounts as may then or subsequently be due, Beneficiary 
may notify Trustor and upon such notice Trustor shall deposit immediately an amount 
equal to such deficiency with Beneficiary. Notwithstanding the foregoing, nothing 
contained herein shall cause Beneficiary to be deemed a trustee of Impositions Impounds 
or to be obligated to pay any amounts in excess of the amount of funds deposited with 
Beneficiary pursuant to this Section 1.07(e). Beneficiary may commingle Impositions 
Impounds with its own funds and shall not be obligated to pay any interest on any 
Impositions Impounds. Beneficiary may reserve for future payment of Impositions such 
portion of Impositions Impounds as Beneficiary may in its absolute and sole discretion 
deem proper. If Trustor fails to deposit with Beneficiary sums sufficient to fully pay such 
Impositions at least thirty (30) days before delinquency thereof, Beneficiary may, at 
Beneficiary’s election, but without any obligation so to do, advance any amounts required 
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to make up the deficiency, which advances, if any, shall be secured hereby and shall be 
repayable to Beneficiary upon demand together with interest thereon at the Default Rate 
from the date of such advance, or at the option of Beneficiary the fatter may, without 
making any advance whatever, apply any Impositions Impounds held by it upon any of 
the Obligations in such order as Beneficiary may determine, notwithstanding that such 
Obligations may not yet be due. 

(0 Trustor shall not initiate or suffer to occur or exist the joint assessment of 
any real and personal property included in the Trust Estate or any other procedure 
whereby the lien of real property taxes and the lien of personal property taxes shall be 
assessed, levied, or charged to the Trust Estate as a single lien. 

1.08 Utilities. Trustor shall pay when due all charges that are incurred by Trustor for 
the benefit of the Trust Estate or that may become a charge or lien against the Trust Estate for 
gas, electricity, water, sewer, or other services furnished to the Trust Estate. 

1.09 Actions Affecting Trust Estate. Except for Excluded Claims, Trustor shall appear 
in and contest any action or proceeding purporting to affect the security hereof or the rights or 
powers of Beneficiary or Trustee; and shall pay all costs and expenses (including, without 
limitation, costs of evidence of title, litigation, and attorneys’ fees) in any such action or 
proceeding in which Beneficiary or Trustee may appear. 

1.10 Actions By Trustee or Beneficiary. If either Borrower or Trustor fails to make 
any payment or to do any act as and in the manner provided in any of the Financing Documents, 
Beneficiary and/or Trustee, each in its absolute and sole discretion, without obligation so to do, 
without releasing Trustor from any obligation, and with only such notice to or demand upon 
Trustor as may be reasonable under the then existing circumstances, but in no event exceeding 
ten (10) days prior written notice, may make or do the same in such manner and to such extent as 
either may deem necessary or appropriate. In connection therewith (without limiting their 
general powers, whether conferred herein, in another Financing Document or by law), 
Beneficiary and Trustee shall have and are hereby given the right, but not the obligation, (a) to 
enter upon and take possession of the Trust Estate; (b) to make additions, alterations, repairs and 
improvements to the Trust Estate that they or either of them may consider necessary or 
appropriate to keep the Trust Estate in good condition and repair; (c) to appear and participate in 
any action or proceeding affecting or which may affect the security hereof or the rights or powers 
of Beneficiary or Trustee; (d) to pay, purchase, contest or compromise any Lien or Encumbrance 
(as defined below) or alleged Lien or Encumbrance whether superior or junior to this Deed of 
Trust; and (e) in exercising such powers, to pay necessary expenses (including, without 
limitation, expenses of employment of counsel or other necessary or desirable consultants). 
Trustor shall, immediately upon demand therefor by Beneficiary and Trustee or either of them, 
pay to Beneficiary and Trustee an amount equal to all respective costs and expenses incurred by 
them in connection with the exercise by either Beneficiary or Trustee or both of the foregoing 
rights (including, without limitation, costs of evidence of title, court costs, appraisals, surveys 
and receiver’s, trustee’s and attorneys’ fees) together with interest thereon from the date of such 
expenditures at the Default Rate. 
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1.1 1 Transfer of Trust Estate by Trustor. Trustor agrees that, in the event of any 
Transfer (as hereinafter defined), without the prior written consent of Beneficiary, Beneficiary 
shall have the absolute right, without prior demand or notice, to declare all sums secured hereby 
immediately due and payable. Consent to one such transaction shall not be deemed to be a 
waiver of the right to require consent to future or successive transactions. Beneficiary may grant 
or deny such consent in its sole discretion and, if consent should be given, any such Transfer 
shall be subject to this Deed of Trust, and such transferee shall assume all obligations hereunder 
and agree to be bound by all provisions contained herein. Such assumption shall not, however, 
release Trustor or any maker or guarantor (if any) of the Notes from any liability thereunder 
without the prior written consent of Beneficiary. As used herein, “Transfer” shall mean: 

(i) any sale, transfer, conveyance, hypothecation, encumbrance, lease or 
vesting of the Trust Estate or any part thereof or interest therein to or in any Person, 
whether voluntary, involuntary, by operation of law, or otherwise, except the Permitted 
Exceptions (as such term is defined in Exhibit C attached hereto and incorporated herein 
by reference); 

(ii) any sale, transfer, assignment, conveyance, hypothecation, encumbrance 
or vesting of any shares of stock in Trustor to or in any Person or any consolidation or 
merger of Trustor into or with any Person whether voluntary, involuntary, by operation of 
law, or otherwise, except the Permitted Exceptions; or 

(iii) the execution of any agreements to do any of the foregoing, except the 
Permitted Exceptions; 

provided. however, that the term “Transfer” shall not include the transfer by Borrower of 
the capital stock of Trustor, so long as (a) such transfers are made either: (1) to entities 
that are controlled by, controlling or under common control with Trustor and Borrower, 
or (2) to other persons, provided that after giving effect to such transfers pursuant to this 
clause (a)(2) Borrower continues to own (free and clear of Liens and Encumbrances) at 
least a 51% interest in Trustor and (b) such transfers do not result in the dissolution or 
winding up of Trustor. 

1.12 Eminent Domain. I 
(a) In the event that any proceeding or action be commenced for the taking of 

the Trust Estate, or any part thereof or interest therein, for public or quasi-public use 
under the power of eminent domain, condemnation (including, without limitation, inverse 
condemnation) or otherwise (hereinafter collectively referred to as a “Taking”), or if the 
same be taken or damaged by reason of any public improvement or Taking, or should 
Trustor receive any notice or other information regarding such Taking or damage, Trustor 
shall give prompt written notice thereof to Beneficiary. All compensation, awards, 
damages, rights of action and proceeds awarded to Trustor by reason of any such Taking 
or damage or received by Trustor as the result of a transfer in lieu of a Taking (the 
“Condemnation Proceeds”) are hereby assigned to Beneficiary, and Trustor agrees to 
execute such W h e r  assignments of the Condemnation Proceeds as Beneficiary or 
Trustee may require. If Trustor receives any Condemnation Proceeds Trustor shall 
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promptly pay over such proceeds to Beneficiary. Beneficiary is hereby authorized and 
empowered by Trustor, at Beneficiary's option and in Beneficiary's sole discretion, as 
attorney-in-fact for Trustor, to settle, adjust, or compromise any claim for loss or damage 
in connection with any Taking or proposed Taking and, without regard to the adequacy of 
its security, to commence, appear in and prosecute in its own name andor on behalf of 
Trustor any such action or proceeding arising out of or relating to a Taking or proposed 
Taking. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1-01 or restoring all damage or destruction to the Trust Estate, 
regardless of whether or not there are Condemnation Proceeds available to Trustor or 
whether any such Condemnation Proceeds are sufficient in amount. The application or 
release of the Condemnation Proceeds shall not cure or waive any default or notice of 
default hereunder or under any other Financing Document or invalidate any act done 
pursuant to such default or notice of default. 

1.13 Additional Security. No other security now existing, or hereafter taken, to secure 
the obligations secured hereby shall be impaired or affected by the execution of this Deed of 
Trust. All security for the Obligations from time to time shall be taken, considered and held as 
cumulative. Any taking of additional security, execution of partial releases of the security, or 
any extension of the time of payment of, or modification of other terms of any of the Obligations 
shall not diminish the force, effect or lien of this Deed of Trust and shall not affect or impair the 
liability of any maker, guarantor, surety or endorser for the payment or performance of any of the 
Obligations. In the event Beneficiary at any time holds additional security for any of the 
Obligations, it may enforce the sale thereof or otherwise realize upon the same, at its option, 
either before, concurrently with, or after a sale or realization is made hereunder. 

1.14 Appointment of Successor Trustee. Beneficiary may, from time to time, by a 
written instrument executed and acknowledged by Beneficiary, mailed to Trustor and recorded in 
the county in which the Trust Estate is located and by otherwise complying with the provisions 
of applicable law, substitute a successor or successors to any Trustee named herein or acting 
hereunder, and such successor(s) shall, without conveyance from the Trustee predecessor, 
succeed to all title, estate, rights, powers and duties of such predecessor. 

1.15 Inspections. Beneficiary, and its agents, representatives officers, and employees, 
are authorized to enter at any reasonable time upon or in any part of the Trust Estate for the 
purpose of inspecting the same and for the purpose of performing any of the acts Beneficiary is 
authorized to perform hereunder or under the terms of any of the Financing Documents. 

1.16 Ownership and Liens and Encumbrances. Trustor is, and as to any portion of the 
Trust Estate acquired hereafter will upon such acquisitions be, and shall remain the owner of the 
Trust Estate Free and clear of any Liens and Encumbrances. Trustor shall not grant, shall not 
suffer to exist, and shall pay and promptly discharge, at Trustor's cost and expense, all Liens and 
Encumbrances and any claims thereof upon the Trust Estate, or any part thereof or interest 
therein. Trustor shall notify Beneficiary immediately in writing of any Lien or Encumbrance or 
claim thereof. Trustor shall have the right to contest in good faith the validity of any involuntary 
Lien or Encumbrance, provided Trustor shall first deposit with Beneficiary a bond or other 
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security satisfactory to Beneficiary in such amount as Beneficiary shall reasonably require, but 
not more than one hundred fifty percent (150%) of the amount of the claim, and provided further 
that if Trustor loses such contest, Trustor shall thereafter diligently proceed to cause such Lien or 
Encumbrance to be removed and discharged. If Trustor shall fail to remove and discharge any 
Lien or Encumbrance or claim thereof, then, in addition to any other right or remedy of 
Beneficiary, Beneficiary may, after only such notice to Trustor as may be reasonable under the 
then existing circumstances, but shall not be obligated to, discharge the same, either by paying 
the amount claimed to be due, or by procuring the discharge of such Lien or Encumbrance by 
depositing in a court a bond or the amount claimed or otherwise giving security for such claim, 
or by procuring such discharge in such manner as is or may be prescribed by law. Trustor shall, 
immediately upon demand therefor by Beneficiary, pay to Beneficiary an amount equal to all 
costs and expenses incurred by Beneficiary in connection with the exercise by Beneficiary of the 
foregoing right to discharge any Lien or Encumbrance or claim thereof, together with interest 
thereon from the date of each such expenditure at the Default Rate. Such costs and expenses 
shall be secured by this Deed of Trust. “Lien or Encumbrance” and “Liens and Encumbrances” 
mean, respectively, each and all of the following in respect of the Trust Estate: leases, other 
rights to occupy or use, mortgages, deeds of trust, pledges, security agreements, assignments, 
assignments as security, conditional sales, title retention arrangements or agreements, conditions, 
covenants, and restrictions, and other charges, liens, encumbrances, or adverse interests, whether 
voluntarily or involuntarily created and regardless of whether prior or subordinate to any estate, 
right, title, or interest granted to Trustee or Beneficiary in this Deed of Trust, excluding from the 
foregoing the Permitted Exceptions. 

1.17 Trustee’s Powers. At any time, or from time to time, without liability therefor 
and without notice, upon written request of Beneficiary and presentation of this Deed of Trust 
and without affecting the personal liability of any person for payment of the Obligations or the 
effect of this Deed of Trust upon the remainder of said Trust Estate, Trustee may (a) reconvey 
any part of said Trust Estate, (b) consent in writing to the making of any map or plat thereof, (c) 
join in granting any easement thereon, or (d) join in any extension agreement or any agreement 
subordinating the lien or charge hereof. 

1.18 Beneficiarv’s Powers. Without affecting the liability of any Person liable for the 
payment of the Obligations herein mentioned, i d  without affecting the lien or charge of this 
Deed of Trust upon any portion of the Trust Estate not then or theretofore released as security for 
the Obligations, Beneficiary may, fiom time to time and without notice (a) release any person so 
liable, (b) extend the Obligations, (c) grant other indulgences, (d) release or reconvey, or cause to 
be released or reconveyed, at any time at Beneficiary’s option any parcel, portion or all of the 
Trust Estate, (e) take or release any other or additional security or any guaranty for any 
Obligation herein mentioned, or ( f )  make compositions or other arrangements with debtors in 
relation thereto. 

1.19 Trade Names. At the request of Beneficiary from time to time, Trustor shall 
execute a certificate in form satisfactory to Beneficiary listing the trade names or fictitious 
business names under which Trustor intends to operate the Trust Estate or any business located 
thereon and representing and warranting that Trustor does business under no other trade names 
or fictitious business names with respect to the Trust Estate. Trustor shall immediately notify 
Beneficiary in writing of any change in said trade names or fictitious business names, and will, 
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upon request of Beneficiary, execute any additional financing statements and other certificates 
necessary to reflect the change in trade names or fictitious business names. 

1.20 Leasehold. If a leasehold estate constitutes a portion of the Trust Estate, Trustor 
agrees not to amend, modify, extend, renew or terminate such leasehold estate, any interest 
therein, or the lease granting such leasehold estate without the prior written consent of 
Beneficiary, which consent may be withheld by Beneficiary in its absolute and sole discretion. 
Consent to one amendment, modification, extension or renewal shall not be deemed to be a 
waiver of the right to require consent to other, future or successive amendments, modifications, 
extensions or renewals. Trustor agrees to perform all obligations and agreements under said 
leasehold and shall not take any action or omit to take any action which would effect or permit 
the termination of said leasehold. Trustor agrees to promptly notify Beneficiary in writing with 
respect to any default or alleged default by any party thereto and to deliver to Beneficiary copies 
of all notices, demands, complaints or other communications received or given by Trustor with 
respect to any such default or alleged default. Beneficiary shall have the option to cure any such 
default and to perform any or all of Trustor’s obligations thereunder. All sums expended by 
Beneficiary in curing any such default shall be secured hereby and shall be immediately due and 
payable without demand or notice and shall bear interest from date of expenditure at the Default 
Rate. 

1.2 1 Environmental Matters. Trustor shall not use, generate, manufacture, store or 
dispose of, in, under or about the Trust Estate or transport to or from the Trust Estate any 
Hazardous Materials, except for those Hazardous Materials used, generated, manufactured, 
stored or disposed of in material compliance with all applicable Environmental Laws. For 
purposes of this Deed of Trust, “Environmental Laws” shall mean all federal, state or local laws, 
whether common law, statute, ordinance, rule, regulation, or judicial or administrative decision 
or policy or guideline, pertaining to Hazardous Materials, health, industrial hygiene, 
environmental conditions, or the regulation or protection of the environment, and all 
amendments thereto as of this date and to be added in the future and any successor statute or rule 
or regulation promulgated thereto. For purposes of this Deed of Trust, “Hazardous Materials” 
shall include, but shall not be limited to (i) flammable explosives, radioactive materials, 
hazardous wastes, toxic substances or related materials, (ii) all substances defined as “hazardous 
substances,” “hazardous materials,” or “toxic substances” in the Comprehensive Environmental 
Response Compensation and Liability Act of 1980, as amended, 42 U.S.C. $9601, et seq.; the 
Hazardous Materials Transportation Act, 49 U.S.C. $1901, et seq.; the Resource Conservation 
and Recovery Act, 42 U.S.C. $6901, et seq.; and (iii) all substances defined as “hazardous 
substances” in Arizona Revised Statutes $49-201 (16). Except for the use, generation, storage, 
release, threatened release, discharge, or disposal of Hazardous Materials on, under or about the 
Trust Estate attributable to (a) Beneficiary’s prior ownership of the Trust Estate, (b) Beneficiary’s 
operation of the Trust Estate or (c) Beneficiary‘s operations on property adjacent to the Trust 
Estate, Trustor shall be solely responsible for, and shall indemnify and hold harmless 
Beneficiary, its directors, officers, employees, agents, successors and assigns from and against, 
any loss, damage, cost, expense or liability directly or indirectly arising out of or attributable to 
the use, generation, storage, release, threatened release, discharge, disposal, or presence of 
Hazardous Materials on, under or about the Trust Estate, including without limitation: (1) all 
foreseeable consequential damage; (2) the costs of any required or necessary repairs, cleanup or 
detoxification of the Trust Estate, and the preparation and implementation of any closure, 
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remedial or other required plans; and ( 3 )  all reasonable costs and expenses incurred by 
Beneficiary in connection with clauses ( I )  and (2), including but not limited to reasonable 
attorneys’ fees. Beneficiary, or its agents, shall have the right to enter onto the Trust Estate to 
inspect the Premises and to perform any testing of the Trust Estate for the existence of 
Hazardous Materials and to determine compliance with all environmental laws. Any such 
inspection by Beneficiary shall not relieve Trustor of its obligations to comply with any such 
environmental law, rule or regulation. 

1.22 Rights of Beneficiaw. With respect to the Obligations, Trustor authorizes 
Beneficiary to perform any or all of the following acts at any time in its sole discretion, all 
without notice to or the consent or approval of Trustor and without affecting Trustor’s 
obligations under this Deed of Trust: 

(a) Beneficiary may alter any Obligation, including renewing, compromising, 
extending or accelerating, or otherwise changing the time for payment of, or increasing or 
decreasing the rate of interest on, all or any part of any Obligation. 

(b) Beneficiary may take and hold security for any Obligation, accept 
additional or substituted security therefor, and subordinate, exchange, enforce, waive, 
release, compromise, fail to perfect, and sell or otherwise dispose of any such security. 

(c) Beneficiary may direct the order and manner of any public or private sale 
of all or any part of any security assigned to Beneficiary by Borrower or any other 
person, or otherwise to comply with the Uniform Commercial Code of Arizona with 
respect to any personal property collateral, and Beneficiary may also bid at any such sale. 

(d) Beneficiary may apply any payments or recoveries from Borrower, any 
guarantor (a “Guarantor”) of any Obligation or any other source, and any proceeds of any 
security, to the Obligations in such manner, order and priority as Beneficiary may elect, 
whether or not those obligations are secured at the time of the application. 

(e) Beneficiary may release Borrower or any other person of its liability for 
all or any part of any Obligation. 

( f )  
endorsers. 

Beneficiary may substitute, add, or release any one or more Guarantors or 

(g) In addition to the Obligations, Beneficiary may extend other credit to 
Borrower, and may take and hold security for the credit so extended, all without affecting 
Trustor’s liability under this Deed of Trust. 

1.23 Trustor’s Waivers. Trustor waives: 

(a) Any right it may have to require Beneficiary to proceed against 
Borrower or any other person, proceed against or exhaust any security held from 
Borrower or any other person, or pursue any other remedy in Beneficiary’s power to 
pursue; 
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(b) Any defense based on any claim that Trustor’s obligations exceed or are 
more burdensome than those of Borrower; 

(c) Any defense based on (i) any legal disability of Borrower or any other 
Person, (ii) any release, discharge, modification, impairment, or limitation of the liability 
of Borrower or any other person to Beneficiary from any cause, whether consented to by 
Beneficiary or arising by operation of law or from any bankruptcy or other voluntary or 
involuntary proceeding, in or out of court, for the adjustment of debtor-creditor 
relationships (“Insolvencv Proceeding”), and (iii) any rejection or disaffirmance of all or 
any part of any Obligation, or any security therefor, in any such Insolvency Proceeding; 

(d) Any defense based on any action taken or omitted by Beneficiary in any 
Insolvency Proceeding involving Borrower, including any election to have Beneficiary’s 
claim allowed as being secured, partially secured or unsecured, any extension of credit by 
Beneficiary to Borrower in any Insolvency Proceeding, and the taking and holding by 
Beneficiary of any security for any such extension of credit; 

(e) All presentments, demands for performance, notices of nonperformance, 
protests, notices of protest, notices of dishonor, and of the existence, creation, or 
incumng of new or additional indebtedness, and demands and notices of every kind; 

(f) Any defense based on or arising out of any defense that Borrower may 
have to the payment or performance of all or any part of any Obligation; 

(g) Any defense based on the unenforceability or invalidity of any collateral 
assignment or guaranty with respect to any Obligation, or the lack of perfection or 
continuing perfection or lack of priority of any lien (other than the lien of this Deed of 
Trust) which secures any Obligation; and 

(h) Any failure of Beneficiary to marshal assets in favor of Trustor or any 
other person. 

1.24 Information Regarding Borrower and the Propertv. Trustor warrants and agrees 
that Trustor has not relied, and will not rely, on any representations and warranties by 
Beneficiary to Trustor with respect to the creditworthiness of Borrower or the prospects of 
repayment of any Obligation from sources other than the Trust Estate. Before signing this Deed 
of Trust, Trustor will have investigated the financial condition and business operations of 
Borrower, the present and former condition, uses and ownership of the Trust Estate, and such 
other matters as Trustor may deem appropriate to assure itself of Borrower’s ability to discharge 
its obligations under or with respect to the Obligations. Trustor assumes full responsibility for 
such due diligence, as well as for keeping informed of all matters which may affect Borrower’s 
ability to pay and perform its obligations to Beneficiary. Beneficiary has no duty to disclose to 
Trustor any information which Beneficiary may have or receive about Borrower’s financial 
condition or business operations, the condition or uses of any of the Trust Estate, or any other 
circumstances bearing on Borrower’s ability to perform. Trustor is familiar with the terms and 
conditions of the Loan Documents and consents to all provisions thereof. 
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. ... .. . ~ . . ... - . . . .__-__ .- ~ .- 

1.25 Subordination. Any rights of Trustor, whether now existing or later arising, to 
receive payment on account of any indebtedness (including interest) owed to it by Borrower or 
any subsequent owner of any of the Trust Estate, or to withdraw capital invested by it in 
Borrower (if applicable), or to receive distributions from Borrower (if applicable), shall at all 
times be subordinate as to lien and time of payment and in all other respects to the full and prior 
repayment to Beneficiary of all Obligations; provided, however, that prior to the occurrence of 
an Event of Default, Trustor may receive payments of such subordinated obligations in the 
ordinary course of business and in a manner that is consistent with past practices. 

1.26 Consideration. 

(a) Trustor acknowledges that it expects to benefit from Beneficiary’s 
entering into certain material transactions with respect to the Obligations because of 
Trustor’s relationship to Borrower, and that it is executing this Deed of Trust in 
consideration of such anticipated benefit. 

(b) Trustor does not intend to defraud any of its creditors by execution and 
delivery of this Deed of Trust. Trustor is not insolvent, and Trustor shall not be rendered 
insolvent by virtue of such execution of this Deed of Trust. Trustor has determined that, 
in its opinion, the fair market value of the benefits to be derived by it from such execution 
of this Deed of Trust will equal or exceed the cost and expense that may be incurred by 
Trustor under or in connection with this Deed of Trust. 

1.27 Lawfulness and Reasonableness. Trustor warrants that all of the waivers in this 
Deed of Trust are made with full knowledge of their significance, and of the fact that events 
giving rise to any defense or other benefit waived by Trustor may destroy or impair rights which 
Trustor would otherwise have against Beneficiary, Borrower and other persons, or against 
collateral. Trustor agrees that (i) all such waivers are reasonable under the circumstances and (ii) 
if any such waiver is determined (by a court of competent jurisdiction) to be contrary to any law 
or public policy, the other waivers herein shall nonetheless remain in full force and effect. 

1.28 Limitation on Amount Obligated; Contribution by Other Persons. Anything 
contained in this Deed of Trust to the contrary notwithstanding, if any Fraudulent Transfer Law 
(as hereinafter defined) is determined by a court of competent jurisdiction to be applicable to the 
obligations of Trustor under this Deed of Trust, such obligations shall be limited to a maximum 
aggregate amount equal to the largest amount that would not render Trustor’s obligations under 
this Deed of Trust subject to avoidance as a fraudulent transfer or conveyance under Section 548 
of Title 11 of the United States Code or any applicable provisions of comparable state law 
(collectively, the “Fraudulent Transfer Laws”), in each case after giving effect to all other 
liabilities of Trustor, contingent or otherwise, that are relevant under the Fraudulent Transfer 
Laws (specifically excluding, however, any liabilities of Trustor in respect of intercompany 
indebtedness, if any, to Borrower or any Affiliate (as defined in the Loan Agreement) of 
Borrower to the extent that such indebtedness would be discharged in an amount equal to the 
amount paid by Trustor under this Deed of Trust pursuant to which the liability of Trustor under 
this Deed of Trust is included in the liabilities taken into account in determining such maximum 
amount) and after giving effect as assets to the value (as determined under the applicable 
provisions of the Fraudulent Transfer Laws) of any rights to subrogation, reimbursement, 
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indemnification, or contribution of Trustor pursuant to applicable law or pursuant to the terms of 
any agreement. 

1.29 Enforceability. Trustor hereby acknowledges that (i) the obligations undertaken 
by Trustor in this Deed of Trust are complex in nature, (ii) numerous possible defenses to the 
enforceability of these obligations may presently exist andor may arise hereafter, (iii) as part of 
Beneficiary’s consideration for accepting this Deed of Trust as security for advances to be made 
with respect to the Loan, Beneficiary has specifically bargained for the waiver and 
relinquishment by Trustor of all such defenses, and (iv) Trustor has had the opportunity to seek 
and receive legal advice from skilled legal counsel in the area of financial transactions of the 
type contemplated herein. Given all of the above, Trustor hereby represents and confirms to 
Beneficiary that Trustor is fully informed regarding, and that Trustor does thoroughly 
understand, (w) the nature of all such possibIe defenses, (x) the circumstances under which such 
defenses may arise, (y) the benefits which such defenses might confer upon Trustor, and (2) the 
legal consequences to Trustor of waiving such defenses. Trustor acknowledges that Trustor 
enters into this Deed of Trust with the intent that this Deed of Trust and all of the informed 
waivers in this Deed of Trust shall each and all be hlly enforceable by Beneficiary, and that 
Beneficiary is accepting this Deed of Trust in material reliance upon the presumed fill 
enforceability thereof. 

1.30 No Personal Obligation. Beneficiary agrees that (i) Trustor shall have no personal 
liability with respect to the Obligations and (ii) Beneficiary’s recourse against Trustor for the 
Obligations shall be limited to Beneficiary’s enforcement of its remedies against the Trust Estate 
as encumbered by this Deed of Trust. 

ARTICLE I1 
ASSIGNMENT OF RENTS 

2.01 Ass imen t  of Rents. Trustor hereby absolutely and irrevocably assigns and 
transfers to Beneficiary all the Rents of the Trust Estate, and hereby gives to and confers upon 
Beneficiary the right, power and authority to collect the Rents. Trustor irrevocably appoints 
Beneficiary its true and lawful attorney-in-fact, at the option of Beneficiary at any time and from 
time to time, to demand, receive and enforce payment, to give receipts, releases and satisfactions, 
and to sue, in the name of Trustor or Beneficiary, for all Rents and apply the same to the 
payment of the Obligations in such order as Beneficiary shall determine. Trustor hereby 
authorizes and directs the lessees, tenants and occupants to make all payments under the Leases 
directly to Beneficiary upon written demand by Beneficiary, without hrther consent of Trustor; 
provided, however, that Trustor shall have the right to collect such Rents (but not more than one 
(1) month in advance unless the written approval of Beneficiary is first obtained), and to retain 
and enjoy same, so long as an Event of Default shall not have occurred hereunder or under the 
other Financing Documents. The assignment of the Rents of the Trust Estate in this Article I1 is 
intended to be an absolute assignment from Trustor to Beneficiary and not merely the passing of 
a security interest. 
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2.02 Collection Upon an Event of Default. Upon the occurrence of an Event of 
Default, Beneficiary may, at any time without notice, either in person, by agent or by a receiver 
appointed by a court, and without regard to the adequacy of any security for the Obligations, 
enter upon and take possession of the Trust Estate, or any part thereof, and, with or without such 
entry or taking possession, in its own name sue for or otherwise collect the Rents (including, 
without limitation, those past due and unpaid) and apply the same, less costs and expenses of 
operation and collection (including, without limitation, attorneys’ fees) upon payment of the 
Obligations in such order as Beneficiary may determine. The collection of such Rents, or the 
entering upon and taking possession of the Trust Estate, or the application of the Rents as 
aforesaid, shall not cure or waive any default or notice of default hereunder or invalidate any act 
done in response to such default or pursuant to such notice of default. Trustor also hereby 
authorizes Beneficiary upon such entry, at its option, to take over and assume the management, 
operation and maintenance of the Trust Estate and to perform all acts Beneficiary in its sole 
discretion deems necessary and proper and to expend such sums out of Rents as may be needed 
in connection therewith, in the same manner and to the same extent as Trustor theretofore could 
do (including, without limitation, the right to enter into new leases, to cancel, surrender, alter or 
amend the terms of, and/or renew existing leases andor to make concessions to tenants). Trustor 
hereby releases all claims of any kind or nature against Beneficiary arising out of such 
management, operation and maintenance, excepting the liability of Beneficiary to account as 
hereinafter set forth. 

2.03 Application of Rents. Upon such entry, Beneficiary shall, after payment of all 
property charges and expenses (including, without limitation, reasonable compensation to such 
managing agent as it may select and employ) and after the accumulation of a reserve to meet 
requisite amounts, credit the net amount of the Rents received by it to the Obligations, but the 
manner of the application of such net income and which items shall be credited shall be 
determined in the sole discretion of Beneficiary. Beneficiary shall not be accountable for more 
monies than it actually receives from the Trust Estate; nor shall it be liable for failure to collect 
Rents. Beneficiary shall make reasonable efforts to collect Rents, reserving, however, within its 
own absolute and sole discretion, the right to determine the method of collection and the extent 
to which enforcement of collection of Rents shall be prosecuted and Beneficiary’s judgment 
shall be deemed conclusive and reasonable. 

2.04 Mortgagee in Possession. It is not the intention of the parties hereto that an entry 
by Beneficiary upon the Premises under the terms of this instrument shall make Beneficiary a 
party in possession in contemplation of the law, except at the option of Beneficiary. 

2.05 Indemnitv. Except for those losses, liabilities, obligations, claims, demands, 
damages, penalties, judgments, costs, and expenses resulting from Beneficiary’s gross negligence 
or willful misconduct, Trustor hereby agrees to indemnify and hold harmless Beneficiary for, 
from and against any and all losses, liabilities, obligations, claims, demands, damages, penalties, 
judgments, costs, and expenses, including legal fees and expenses, howsoever and by 
whomsoever asserted, arising out of or in any way connected with this assignment; and all such 
losses, liabilities, obligations, claims, demands, damages, penalties, judgments, costs and 
expenses shall be deemed added to the indebtedness secured hereby and shall be secured by any 
and all other instruments securing said indebtedness. 

1278017 - 1 8 -  



2.06 No Obligation to Perform. Nothing contained herein shall operate or be construed 
to obligate Beneficiary to perform any obligations of Trustor under any Lease (including, 
without limitation, any obligation arising out of any covenant of quiet enjoyment therein 
contained in the event the lessee under any such Lease shall have been joined as a party 
defendant in any action to foreclose and the estate of such lessee shall have been thereby 
terminated). Prior to actual entry into and taking possession of the Premises by Beneficiary, this 
assignment shall not operate to place upon Beneficiary any responsibility for the operation, 
control, care, management or repair of the Trust Estate or any portion thereof, and the execution 
of this assignment by Trustor shall constitute conclusive evidence that all responsibility for the 
operation, control, care, management and repair of the Trust Estate is and shall be that of Trustor, 
prior to such actual entry and taking of possession. 

ARTICLE III 
SECURITY AGREEMENT 

3.01 Creation of Security Interest. Trustor hereby grants to Beneficiary, a security 
interest in and to all the Personal Property. 

3.02 Representations, Warranties and Covenants of Trustor. Trustor hereby represents, 
warrants and covenants (which representations, warranties and covenants shall survive creation 
of any indebtedness of Trustor to Beneficiary and any extension of credit thereunder) as follows: 

(a) The Personal Property is not used or bought for personal, family or 
household purposes. 

(b) The tangible portion of the Personal Property will be kept on or at the 
Premises or Improvements and Trustor will not, without the prior written consent of 
Beneficiary, remove the Personal Property or any portion thereof therefrom except such 
portions or items of Personal Property which are consumed or worn out in ordinary 
usage, all of which shall be promptly replaced by Trustor with similar items of equal to or 
greater value . 

(c) Trustor hereby authorizes Beneficiary to file andor record financing 
statements and fixture filings pursuant to the Uniform Commercial Code of Arizona as in 
effect in the State of Arizona (Arizona Revised Statutes (“A.R.S.”) Sections 47-1 101 
through 47-1 1107, as amended from time to time (“Uniform Commercial Code of 
Arizona”)), in form satisfactory to Beneficiary and will pay the cost of recording and 
filing the same in all public offices wherever recording or filing is deemed by Beneficiary 
to be necessary or desirable. 

(d) Trustor’s principal place of business is in the State of Arizona at 400 
North 5Ih Street, Phoenix, Arizona 85004. Trustor does not do business under any trade 
name except as previously disclosed in writing to Beneficiary. Trustor will immediately 
notify Beneficiary in writing of any change in its place of business or the adoption or 
change of any trade name or fictitious business name, and will upon request of 
Beneficiary, execute any additional financing statements or other certificates necessary to 
reflect the adoption or change in trade name or fictitious business name. 
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(e) Trustor shall immediately notify Beneficiary of any claim against the 
Personal Property adverse to the interest of Beneficiary therein. 

3.03 Use of Personal Property bv Trustor. Until the occurrence of an Event of Default 
hereunder or under any other Financing Document, Trustor may have possession of the Personal 
Property and use it in any lawful manner not inconsistent with this Deed of Trust and not 
inconsistent with any policy of insurance thereon. 

3.04 Remedies Upon an Event of Default. 

(a) In addition to the remedies provided in Section 4.02 hereof, upon the 
occurrence of an Event of Default hereunder, Beneficiary may do any one or more of the 
following: 

(i) Either personally, or by means of a court appointed receiver, take 
possession of all or any of the Personal Property and exclude therefrom Trustor 
and all others claiming under Trustor, and thereafter hold, store, use, operate, 
manage, maintain and control, make repairs, replacements, alterations, additions 
and improvements to and exercise all rights and powers of Trustor with respect to 
the Personal Property or any part thereof. In the event Beneficiary demands, or 
attempts to take possession of the Personal Property in the exercise of any rights 
under this Deed of Trust, Trustor agrees to promptly turn over and deliver 
possession thereof to Beneficiary; 

(ii) Without notice to or demand upon Trustor, make such payments 
and do such acts as Beneficiary may deem necessary to protect its security interest 
in the Personal Property (including, without limitation, paying, purchasing, 
contesting or compromising any Lien or Encumbrance, whether superior or 
inferior to such security interest) and in exercising any such powers or authority 
to pay all expenses (including, without limitation, litigation costs and reasonable 
attorney’s fees) incurred in connection therewith; 

(iii) Require Trustor from time to time to assemble the Personal 
Property, or any portion thereof, at a place designated by Beneficiary and 
reasonably convenient to both parties, and deliver promptly such Personal 
Property to Beneficiary, or an agent or representative designated by Beneficiary. 
Beneficiary, and its agents and representatives, shall have the right to enter upon 
any or all of Trustor’s premises and property to exercise Beneficiary’s rights 
hereunder; 

(iv) Realize upon the Personal Property or any part thereof as herein 
provided or in any manner permitted by law and exercise any and all of the other 
rights and remedies conferred upon Beneficiary by this Deed of Trust, any other 
Financing Document, or by law, either concurrently or in such order as 
Beneficiary may determine; 



(v) Sell or cause to be sold in such order as Beneficiary may 
determine, as a whole or in such parcels as Beneficiary may determine, the 
Personal Property and the remainder of the Trust Estate; 

(vi) Sell, lease, or otherwise dispose of the Personal Property at public 
sale, upon terms and in such manner as Beneficiary may determine. Beneficiary 
may be a purchaser at any sale; and 

(vii) Exercise any remedies of a secured party under the Uniform 
Commercial Code of Arizona or any other applicable law. 

(b) Unless the Personal Property is perishable or threatens to decline speedily 
in value or is of a type customarily sold on a recognized market, Beneficiary shall give 
Trustor at least five (5) days’ prior written notice of the time and place of any public sale 
of the Personal Property or other intended disposition thereof to be made. Such notice 
may be mailed to Trustor at the address set forth in Section 5.05. 

(c) The proceeds of any sale under Section 3.04(a)(iv) shall be applied, unless 
otherwise directed by statute, as provided in Clause 7 of the Agency and Disbursement 
Agreement. Beneficiary shall have the right to enforce one or more remedies hereunder, 
successively or concurrently, and such action shall not operate to estop or prevent 
Beneficiary from pursuing any further remedy that it may have. Any repossession or 
retaking or sale of the Personal Property pursuant to the terms hereof shall not operate to 
release Trustor until full payment of any deficiency has been made in cash. 

3.05 Security Aweement. This Deed of Trust constitutes and shall be deemed to be a 
“security agreement” for all purposes of the Uniform Commercial Code of Arizona and 
Beneficiary shall be entitled to all the rights and remedies of a “secured party” under such 
Uniform Commercial Code of Arizona. 

3.06 Fixture Filing. Upon its recording in the real property records, this Deed of Trust 
shall be effective as a financing statement filed as a fixture filing. In addition, a carbon, 
photographic or other reproduced copy of this Deed of Trust andor any financing statement 
relating hereto shall be sufficient for filing and/or recording as a financing statement. The filing 
of any other financing statement relating to any personal property, rights or interests described 
herein shall not be construed to diminish any right or priority hereunder. 

ARTICLE Iv 
REMEDIES UPON DEFAULT 

4.01 Events of Default. An Event of Default under the Loan Agreement shall be an 
Event of Default hereunder. 

4.02 Acceleration Upon Default; Additional Remedies. Upon the occurrence of an 
Event of Default, Beneficiary may declare all or any part of the Obligations immediately due and 
payable without any presentment, demand, protest or notice of any kind. Beneficiary may, in 
addition to the exercise of any or all of the remedies specified in Section 3.04: 
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(a) Either in person or by agent, with or without bringing any action or 
proceeding, or by a receiver appointed by a court and without regard to the adequacy of 
its security, enter upon and take possession of the Trust Estate, or any part thereof, in its 
own name or in the name of Trustee, and do any acts that it deems necessary or desirable 
to preserve the value, marketability or rentability of the Trust Estate, or any part thereof 
or interest therein, increase the income therefrom or protect the security hereof and, with 
or without taking possession of the Trust Estate, sue for or otherwise collect the Rents, or 
any part thereof, including, without limitation, those past due and unpaid, and apply the 
same, less costs and expenses of operation and collection (including, without limitation, 
attorneys’ fees) upon the Obligations, all in such order as Beneficiary may determine. 
The entering upon and taking possession of the Trust Estate, the collection of such Rents 
and the application thereof as aforesaid, shall not cure or waive any default or notice of 
default hereunder or invalidate any act done in response to such default or pursuant to 
such notice of default and, notwithstanding the continuance in possession of all or any 
portion of the Trust Estate or the collection, receipt and application of Rents, Trustee or 
Beneficiary shall be entitled to exercise every right provided for in any of the Financing 
Documents or by law upon occurrence of any Event of Default, including, without 
limitation, the right to exercise the power of sale; 

(b) Commence an action to foreclose the lien of this Deed of Trust as a 
mortgage, appoint a receiver, or specifically enforce any of the covenants hereof; 

(c) Exercise of the power of sale herein contained and deliver to Trustee a 
written statement of breach, notice of default and election to cause Trustor’s interest in 
the Trust Estate to be sold; or 

(d) Exercise all other rights and remedies provided herein, in any Financing 
Document or other document or agreement now or hereafter securing or guarantying all 
or any portion of the Obligations, or by law, including, without limitation, the rights and 
remedies provided in A.R.S. Section 33-702.B. 

4.03 Exercise of Power of Sale. If Beneficiary elects to exercise the power of sale 
herein contained, Beneficiary shall notify Trustee and shall deposit with Trustee this Deed of 
Trust and the Notes and such receipts and evidence of expenditures made and secured hereby as 
Trustee may require. 

(a) Upon receipt of such statement and notice from Beneficiary, Trustee shall 
cause to be recorded, published and delivered to Trustor such Notice of Sale as then 
required by law. Trustee shall, without demand on Trustor, after lapse of such time as 
may then be required by law and after recordation of such Notice of Sale and Notice of 
Sale having been given as required by law, sell the Trust Estate at the time and place of 
sale fixed by it in said Notice of Sale, either as a whole, or in separate lots or parcels or 
items as Trustee shall deem expedient, and in such order as it may determine, at public 
auction to the highest bidder for cash in lawfil money of the United States payable at the 
time of sale. Trustee shall deliver to such purchaser or purchasers thereof its good and 
suficient deed or deeds conveying the property so sold, but without any covenant or 
warranty, express or implied. The recitals in such deed of any matters or facts shall be 
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conclusive proof of the truthfulness thereof. Any person, including, without limitation, 
Trustor, Trustee or Beneficiary, may purchase at such sale and Trustor hereby covenants 
to warrant and defend the title of such purchaser or purchasers. 

(b) After deducting all costs, fees and expenses of Trustee and of this Trust, 
including, without limitation, Trustee’s fees and reasonable attorneys’ fees, and costs of 
evidence of title in connection with sale, Trustee shall apply the proceeds of sale, unless 
otherwise directed by statute, in accordance with Clause 7 of the Agency and 
Disbursement Agreement. 

(c) Subject to A.R.S. Section 33-810.B, Trustee may postpone sale of all or 
any portion of the Trust Estate by public announcement at such time and place of sale, 
and from time to time thereafter may postpone such sale by public announcement or 
subsequently noticed sale, and without further notice make such sale at the time fixed by 
the last postponement, or may, in it discretion, give a new notice of sale., 

4.04 Personal Property. It is the express understanding and intent of the parties that as 
to any personal property interests subject to Chapter9 of the Uniform Commercial Code of 
Arizona, Beneficiary, upon an Event of Default, may proceed under such Uniform Commercial 
Code of Arizona or may proceed as to both real and personal property interests in accordance 
with the provisions of this Deed of Trust and its rights and remedies in respect to real property, 
as specifically permitted under A.R.S. Section 47-9604.A, and treat both real and personal 
property interests as one parcel or package of security. 

4.05 Appointment of Receiver. Upon the occurrence of an Event of Default, 
Beneficiary, as a matter of right and without notice to Trustor or any one claiming under Trustor, 
and without regard to the then value of the Trust Estate or the interest of Trustor therein, shall 
have the right to apply to any court having jurisdiction to appoint a receiver or receivers of the 
Trust Estate, and Trustor hereby irrevocably consents to such appointment and waives notice of 
any application therefor. Any such receiver or receivers shall have all the usual powers and 
duties of receivers in like or similar cases and all the powers and duties of Beneficiary in case of 
entry as provided herein and shall continue as such and exercise all such powers until the later of 
the date of confirmation of sale of the Trust Estate or the date of expiration of any redemption 
period unless such receivership is sooner terminated. 

4.06 Remedies Not Exclusive. Trustee and Beneficiary, and each of them, shall be 
entitled to enforce payment and performance of any and all of the Obligations and to exercise all 
rights and powers under the Financing Documents and under the law now or hereafter in effect, 
notwithstanding some or all of the Obligations may now or hereafter be otherwise secured or 
guaranteed. Neither the acceptance of this Deed of Trust nor its enforcement, whether by court 
action or pursuant to the power of sale or other rights herein contained, shall prejudice or in any 
manner affect Trustee’s or Beneficiary’s right to realize upon or enforce any other security or 
guaranty now or hereafter held by Trustee or Beneficiary, it being agreed that Trustee and 
Beneficiary, and each of them shall be entitled to enforce this Deed of Trust and any other 
security or any guaranty now or hereafter held by Beneficiary or Trustee in such order and 
manner as they or either of them may in their absolute discretion determine. No remedy herein 
conferred upon or reserved to Trustee or Beneficiary is intended to be exclusive of any other 

1278017 - 23 - 



remedy herein or by law provided or permitted, but each shall be cumulative and shall be in 
addition to every other remedy given hereunder or now or hereafter existing under the law. 
Every power or remedy given by any of the Financing Documents or by law to Trustee or 
Beneficiary or to which either of them may be otherwise entitled, may be exercised, concurrently 
or independently, from time to time and as often as may be deemed expedient by Trustee or 
Beneficiary and, to the extent permitted by law, either of them may pursue inconsistent remedies. 

4.07 Request for Notice. Trustor hereby requests a copy of any notice of default and 
that any notice of sale hereunder be mailed to it at the address set forth in Section 5.05. 

ARTICLE V 
MIS CELLANEiOUS 

5.01 Change, Discharge, Termination, or Waiver. No provision of this Deed of Trust 
may be changed, discharged, terminated, or waived except in a writing signed by the party 
against whom enforcement of the change, discharge, termination, or waiver is sought. No failure 
on the part of Beneficiary to exercise and no delay by Beneficiary in exercising any right or 
remedy under the Financing Documents or under the law shall operate as a waiver thereof. 

5.02 Trustor Waiver of Rights. Trustor waives, to the extent permitted by law, (a) the 
benefit of all laws now existing or that may hereafter be enacted providing for any appraisement 
before sale of any portion of the Trust Estate, and (b) all rights of redemption, valuation, 
appraisement, stay of execution, notice of election to mature or declare due the Obligations and 
marshaling in the event of foreclosure of the liens hereby created, and (c) all rights and remedies 
that Trustor may have or be able to assert by reason of the laws of the State of Arizona pertaining 
to the rights and remedies of sureties including, without limitation, A.R.S. Sections 12-1641 
through 12-1 646, and Arizona Rules of Civil Procedure 17(f). 

5.03 Statements by Trustor. Trustor shall, within ten (10) days after written notice 
thereof from Beneficiary, deliver to Beneficiary a written statement stating the unpaid principal 
of and interest on the Notes and any other amounts secured by this Deed of Trust and stating 
whether any offset or defense exists against such principal and interest or such other amounts. 

5.04 Reconveyance by Trustee. Upon written request of Beneficiary stating that all 
Obligations have been satisfied in full, and upon surrender of this Deed of Trust and the Notes to 
Trustee for cancellation and retention and upon payment by Trustor of Trustee’s fees, Trustee 
shall reconvey to Trustor, or to the person or persons legally entitled thereto, without warranty, 
any portion of the Trust Estate then held hereunder.’ The recitals in such reconveyance of any 
matters or facts shall be conclusive proof of the truthfulness thereof. The grantee in any 
reconveyance may be described as “the person or persons legally entitled thereto.” 

5.05 Notices. All notices, requests and demands to be made hereunder to the parties 
hereto shall be in writing and shall be delivered by hand or sent by registered or certified mail, 
return receipt requested, through the United States Postal Service to the addresses shown below 
or such other address which the parties may provide to one another in accordance herewith. 
Such notices, requests and demands, if sent by mail, shall be deemed given two (2) days after 

1278017 - 24 - 



deposit in the United States mail, and if delivered by hand, shall be deemed given when 
delivered. 

To Beneficiary: Pinnacle West Energy Corporation 
400 North 5‘h Street 
Phoenix, Arizona 85004 
Attention: Warren Kotzrnann, V. P., Finance and Corporate 
Services 
Mail Station 9988 

To Trustor: Arizona Public Service Company 
400 North 5‘h Street 
Phoenix, Arizona 85004 
Attention: Don Robinson, V.P., Finance and Planning 
Mail Station 9909 

5.06 Acceptance by Trustee. Trustee accepts this Trust when this Deed of Trust, duly 
executed and acknowledged, is made a public record as provided by law. 

5.07 Captions and References. The headings at the beginning of each section of this 
Deed of Trust are solely for convenience and are not part of this Deed of Trust. Unless 
otherwise indicated, each reference in this Deed of Trust to a section or an exhibit is a reference 
to the respective section herein or exhibit hereto. 

5.08 Lnvaliditv of Certain Provisions. If any provision of this Deed of Trust is 
unenforceable, the enforceability of the other provisions shall not be affected and they shall 
remain in full force and effect. If the lien of this Deed of Trust is invalid or unenforceable as to 
any part of the debt, or if the lien is invalid or unenforceable as to any part of the Trust Estate, 
the unsecured or partially secured portion of the debt shall be completely paid prior to the 
payment of the remaining and secured or partially secured portion of the debt, and all payments 
made on the debt, whether voluntary or under foreclosure or other enforcement action or 
procedure, shall be considered to have been first paid on and applied to the full payment of that 
portion of the debt which is not secured or hlly secured by the lien of this Deed of Trust. 

5.09 Subrogation. To the extent that proceeds of the Notes are used to pay any 
outstanding lien, charge or prior encumbrance against the Trust Estate, such proceeds have been 
or will be advanced by Beneficiary at Trustor’s request and Beneficiary shall be subrogated to 
any and all rights and liens held by any owner or holder of such outstanding liens, charges and 
prior encumbrances, irrespective of whether said liens, charges or encumbrances are released. 

5.10 Attorneys’ Fees. If any or all of the Obligations are not paid when due or if an 
Event of Default occurs, Trustor agrees to pay all costs of enforcement and collection and 
preparation therefore (including, without limitation, reasonable attorney’s fees) whether or not 
any action or proceeding is brought (including, without limitation, all such costs incurred in 
connection with any bankruptcy, receivership, or other court proceedings (whether at the trial or 
appellate level)), together with interest therein from the date of demand at the Default Rate. 
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5.11 Governing Law. THIS DEED OF TRUST SHALL BE GOVERNED BY AND 
CONSTRUED IN ACCORDANCE WITH THE LAWS OF THE STATE OF ARIZONA. 

5.12 Joint and Several Obligations. If this Deed of Trust is signed by more than one 
party as Trustor, all obligations of Trustor herein shall be the joint and several obligations of 
each party executing this Deed of Trust as Trustor. 

5.13 Number and Gender. In this Deed of Trust the singular shall include the plural 
and the masculine shall include the feminine and neuter gender and vice versa, if the context so 
requires. 

5.14 No Merger of Lease. If both the lessor’s and lessee’s estate under any lease or 
any portion thereof which constitutes a part of the Trust Estate shall at any time become vested 
in one owner, this Deed of Trust and the lien created hereby shall not be destroyed or terminated 
by application of the doctrine of merger unless Beneficiary so elects as evidenced by recording a 
Written declaration executed by Beneficiary so stating, and, unless and until Beneficiary so 
elects, Beneficiary shall continue to have and enjoy all of the rights and priyileges of Beneficiary 
as to the separate estates. In addition, upon the foreclosure of the lien created by this Deed of 
Trust on the Trust Estate pursuant to the provisions hereof, any leases or subleases then existing 
and affecting all or any portion of the Trust Estate shall not be destroyed or terminated by 
application of the law of merger or as a matter of law or as a result of such foreclosure unless 
Beneficiary or any purchaser at such foreclosure sale shall so elect. No act by or on behalf of 
Beneficiary or any such purchaser shall constitute a termination of any lease or sublease unless 
Beneficiary or such purchaser shall give written notice thereof to such tenant or subtenant. 

5.15 Status of Title. Trustor represents and warrants that it is the lawful owner of the 
Trust Estate fiee and clear of all Liens and Encumbrances and holds a fee simple estate in the 
Premises and Improvements, subject only to the Permitted Exceptions and that Trustor has full 
right, power and authority to convey and mortgage the same and to execute this Deed of Trust. 

5.16 Intenation. The Financing Documents contain the complete understanding and 
agreement of Trustor and Beneficiary and supersede all prior representations, warranties, 
agreements, arrangements, understandings, and negotiations. 

5.17 Binding Effect. The Financing Documents will be binding upon, and inure to the 
benefit of, Trustor, Trustee and Beneficiary and their respective successors and assigns. Trustor 
may not delegate its obligations under the Financing Documents. 

5.18 Time of the Essence. Time is of the essence with regard to the each provision of 
the Financing Documents as to which time is a factor. 

5.19 Survival. The representations, warranties, and covenants of the Trustor and the 
Financing Documents shall survive the execution and delivery of the Financing Documents. 

I 
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IN WITNESS WHEREOF, Trustor has executed this Deed of Trust as of the day and 
year first above written. 

PINNACLE WEST ENERGY CORPORATION, an 
Arizona corporatiop 

By: .~ 

Title: Vice President, Finance rporate Services 
Name: Warren Kotzmann 

“Trustor” 



STATE OF ARIZONA 

County of Maricopa 
) ss. 

The foregoing instrument was acknowledged beforeme this gh day of December, 
2002, by Warren Kotzmann, the Vice President, Finance and Corporate Services of PINNACLE 
WEST ENERGY CORPORATION, An Arizona corporation, on behalf of thy corporation. 

Notary Pudic / 
My commission expires: 

\ NORANN ASCII inn 
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EXHIBIT A 

A parcel of land located within the Saguaro Steam Electric Station as described in Arizona State 
Land Patent 4763, Docket 112, Page 128. Said parcel being more particularly described as being 
located in the Northeast quarter of Section 15, Township 10 South, Range 10 East, Gila and Salt 
River Base and Meridian, Pinal County, Arizona. 

COMMENCING at the Northeast comer of Section 15, Township 10 South, Range 10 East; 
Thence, South 00" 00' 00" East (basis of bearing assumed) along the East line of said section, a 
distance of 1,915.64 feet to the TRUE POINT OF BEGINNING of the parcel herein described; 

Thence, South 00" 00' 00" East (assumed) along the East line of said parcel, a distance of 300.00 
feet; 

Thence, North 90" 00' 00" West along the South line of the parcel herein described, a distance of 
1,000.00 feet; 

Thence, North 00" 00' 00" East along the West line of said parcel, a distance of 300.00 feet; 

Thence North 90" 00' 00" East along the North line of the parcel herein described, a distance of 
1,000.00 feet to the TRUE POINT OF BEGINNING of the parcel herein described, said parcel 
containing 6.8871 acres more or less. 



EXHIBIT B 

DESCRIPTION OF PERSONAL PROPERTY 

(a) All personal property, (including, without limitation, all goods, supplies, 
equipment, furniture, furnishings, fixtures, machinery, and inventory) in which Trustor now or 
hereafter acquires an interest or right, which is now or hereafter located on or affixed to the 
Premises or the Improvements, together with all books, records, leases and other agreements, 
documents, and instruments of whatever kind or character, relating to the Premises, 
Improvements, or such personal property; 

(b) All fees, income, rents, issues, profits, earnings, receipts, royalties, and revenues 
which, after the date hereof and while any portion of the Obligations remains unpaid or 
unperformed, may accrue from the personal property referenced in Parawaph (a) above, or any 
part thereof or from the Premises, the Improvements or any other part of the Trust Estate, or 
which may be received or receivable by Trustor from any hiring, using, letting, leasing, 
subhiring, subletting, subleasing, occupancy, operation, or use thereof; 

(c) All of Trustor’s present and future rights to receive payments of money, services, 
or property, relating to the Premises, the Improvements, or the personal property described in 
Paramaph (a) above including, without limitation, rights to all deposits from tenants of the 
Premises or Improvements, accounts and other accounts receivable, deposit accounts, chattel 
paper, notes, drafts, contract rights, instruments, general intangibles, and principal, interest and 
payments due on account of goods sold or leased, services rendered, loans made or credit 
extended, together with title to or interest in all agreements, documents, and instruments, 
evidencing, securing or guarantying the same; 

(d) All other intangible property and rights relating to the Premises, the 
Improvements, the personal property described in Paragraph (a) above or the operation, 
occupancy, or use thereof, including, without limitation, all governmental and non-governmental 
permits, licenses, and approvals relating to construction on or operation, occupancy, or use of the 
Premises or Improvements, all names under or by which the Premises or Improvements may at 
any time be operated or known, all rights to cany on business under any such names, or any 
variant thereof, all trade names and trademarks relating in any way to the Premises or the 
Improvements, and all good will in any way relating to the Premises or the Improvements; 

(e) Trustor’s rights under all insurance policies covering the Premises, the 
Improvements, the Personal Property, and the other parts of the Trust Estate and any and all 
proceeds, loss payments, and premium refunds payable regarding the same; 
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(0 All water stock relating to the Premises; 

(g) All causes of action, claims, compensation, and recoveries for any damage to, 
destruction of, or condemnation or taking of the Premises, the Improvements, the Personal 
Property, or any other part of the Trust Estate, or for any conveyance in lieu thereof, whether 
direct or consequential, or for any damage or injury to the Premises, the Improvements, the 
Personal Property, or any other part of the Trust Estate, or for any loss or diminution in value of 
the Premises, the Improvements, the Personal Property, or any other part of the Trust Estate; 

(h) All architectural, structural, mechanical, and engineering plans and specifications 
prepared for construction of Improvements or extraction of minerals or gravel from the Premises 
and all studies, data, and drawings related thereto; and also all contracts and agreements of the 
Trustor relating to the aforesaid plans and specifications or to the aforesaid studies, data, and 
drawings or to the construction of Improvements on or extraction of minerals or gravel from the 
Premises; 

(i) All proceeds from sale or disposition of any of the aforesaid collateral; and 

6 )  All Trustor’s rights in proceeds of the loan evidenced by the Note. 

(k) As used in this Exhibit B the terms “Premises”, “Improvements”, and “Personal 
Property” shall have the meanings set forth in the Deed of Trust to which this Exhibit B is 
attached. 



EXHIBIT C 

“Permitted Exceptions” means the following: 

1. Sale, transfer, or other disposition of any Personal Property that is 
consumed or worn out in ordinary usage and that is promptly replaced with similar items of 
equal or greater value. 

2. Any purchase, sale, transportation, exchange, option, or similar transaction 
in the ordinary course of Trustor’s business with respect to fuel, electricity and/or capacity, 
including, but not limited to, system, plant or unit contingent transactions or system, plant or unit 
specific tolling agreements (collectively, the “Transactions”), and the assignment of such 
Transactions to or from the Trustor. 

3. Liens and Encumbrances being contested in accordance with Section 1.17 
of the Deed of Trust. 

4. Impositions being contested in accordance with Section 1.07(d) of this 
Deed of Trust. 

5. 
recording of this Deed of Trust. 

Items recorded in the Official records of the county prior to the date of 



When Recorded Return To: 

Snell & Wilmer, LLP 
One Arizona Center 
Phoenix, Arizona 85004 
Attn: David J. Carroll 

Recorder’s Use 
(West Phoenix-Units 4 and 5) 

DEED OF TRUST AND FIXTURE FILING 
(With Assignment of Rents and Security Agreement) 

(VARIABLE RATE) 

THIS DEED OF TRUST SECURES VARIABLE RATE PROMISSORY NOTES. 

THIS DEED OF TRUST AND FIXTURE FILING (With Assignment of Rents and 
Security Agreement) (as it may be amended and modified from time to time, the “Deed of 
- Trust”) is made as of December 4, 2002, by and among PINNACLE WEST ENERGY 
CORPORATION, an Arizona corporation (“Trustor”), whose mailing address is 400 North 
5‘h Street, Phoenix, Arizona 85004, FIRST AMERICAN TITLE INSURANCE COMPANY, 
a California corporation (“Trustee”), whose mailing address is P.O. Box 2922, Phoenix, 
Arizona, and ARIZONA PUBLIC SERVICE COMPANY, an Arizona corporation, 
(“Beneficiary”), whose mailing address is 400 North 5‘h Street, Phoenix, Arizona 85004. 
Capitalized terms used in this Deed of Trust not otherwise defined herein shall be as used in that 
certain 364-Day Credit Agreement, dated of even date herewith, by and between Beneficiary, as 
Lender and PINNACLE WEST CAPITAL CORPORATION, an Arizona corporation, as 
“Borrower“ (the “Loan Agreement”). 

FOR GOOD AND VALUABLE CONSIDERATION, including the indebtedness herein 
recited and the trust herein created, the receipt of which is hereby acknowledged, Trustor hereby 
irrevocably grants, transfers, conveys and assigns to Trustee, IN TRUST, WITH POWER OF 
SALE, for the benefit and security of Beneficiary, under and subject to the terms and conditions 
hereinafter set forth, that certain real property located in the County of Maricopa, State of 
Arizona, more particularly described in Exhibit A attached hereto and incorporated herein by this 
reference (the “Premises”); 

TOGETHER WITH any and all buildings and other improvements now or hereafter 
erected on the Premises including, without limitation, fixtures, attachments, appliances, 
equipment, machinery, and other personal property attached to such buildings and other 
improvements (the “Improvements”), all of which shall be deemed and construed to be a part of 
the real property; 

TOGETHER WITH all rents, issues, profits, damages, royalties, income and other 
benefits now or hereafter derived from the Premises and the Improvements (collectively the 
“Rents”), subject to the terms and provisions of Article I1 of this Deed of Trust with respect to all 
leases and subleases of the Premises or Improvements now or hereafter existing or entered into, 
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or portions thereof, granted by Trustor, and fkther subject to the right, power and authority 
hereinafter given to Trustor to collect and apply such Rents; 

TOGETHER WITH all interests, estates or other claims, both in law and in equity, which 
Trustor now has or may hereafter acquire in the Premises or the Improvements; 

TOGETHER WITH all easements, rights-of-way and other rights now owned or hereafter 
acquired by Trustor used in connection with the Premises or the Improvements or as a means of 
access thereto (including, without limitation, all rights pursuant to any trackage agreement and 
all rights to the nonexclusive use of common drive entries, and all tenements, hereditaments and 
appurtenances thereof and thereto) and all water and water rights and shares of stock evidencing 
the same; 

TOGETHER WITH all leasehold estate, right, title and interest of Trustor in and to all 
leases or subleases covering the Premises or the Improvements or any portion thereof now or 
hereafter existing or entered into, and all right, title and interest of Trustor thereunder including, 
without limitation, all rights of Trustor against guarantors thereof, all cash or security deposits, 
advance rentals, and deposits or payments of similar nature (collectively, the “Leases”); 

TOGETHER WITH all right, title and interest now owned or hereafter acquired by 
Trustor in and to any greater estate in the Premises or the Improvements; 

TOGETHER WITH all right, title, and interest of Trustor in (i) the property and interests 
in property described on Exhibit B attached hereto and incorporated herein by reference, and (ii) 
all proceeds thereof (such personal property and proceeds are referred to herein collectively as 
the “Personal Property”); 

TOGETHER WITH all right, title and interest of Trustor, now owned or hereafter 
acquired, in and to any land lying within the right-of-way of any street, open or proposed, 
adjoining the Premises, and any and all sidewalks, alleys and strips and gores of land adjacent to 
or used in connection with the Premises; 

TOGETHER WITH all the estate, interest, right, title, other claim or demand, both in law 
and in equity (including, without limitation, claims or demands with respect to the proceeds of 
insurance in effect with respect thereto) that Trustor now has or may hereafter acquire in the 
Premises, the Improvements, the Personal Property, or any other part of the Trust Estate (as 
defined below), and any and all awards made for the taking by eminent domain, or by any 
proceeding of purchase in lieu thereof, of the whole or any part of the Trust Estate (including, 
without limitation, any awards resulting from a change of grade of streets and awards for 
severance damages); 

TOGETHER WITH all proceeds of the foregoing. 

The entire estate, property, right, title and interest hereby conveyed to Trustee may 
hereafter be collectively referred to as the “Trust Estate.” 

FOR THE PURPOSE OF SECURING (in such order of priority as Beneficiary may 
elect) the following (the “ObliPations”): 
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(a) all obligations of Borrower to Beneficiary pursuant to the Loan Agreement 
in the maximum principal amount of ONE HUNDRED TWENTY-FIVE MILLION 
AND N0/100 DOLLARS ($125,000,000.00), as more particularly evidenced by the 
Notes (the Loan Agreement contains a provision providing for a variable rate of interest 
under the Notes); and 

(b) payment of all sums advanced by Beneficiary to protect the Trust Estate, 
with interest thereon equal to the Base Rate plus three percent (3%); 

(c) performance of every obligation of Borrower andlor Trustor contained in 
the Financing Documents (as defined below); 

(d) performance of every obligation of Trustor contained in any agreement, 
document, or instrument now or hereafter executed by Trustor reciting that the 
obligations thereunder are secured by this Deed of Trust; and 

(e) for the benefit of Beneficiary, compliance with and performance of each 
and every provision of any declaration of covenants, conditions and restrictions, any 
maintenance, easement and party wall agreement, or any other agreement, document, or 
instrument by which the Trust Estate is bound or may be affected. 

This Deed of Trust, the Notes, the Loan Agreement, and any other deeds of trust, mortgages, 
agreements, guaranties or other instruments given to evidence or further secure the payment and 
performance of any or all of the Obligations, as the foregoing may be amended, modified, 
extended, or renewed fiom time to time may hereinafter be collectively referred to as the 
“Financing Documents.” 

TRUSTOR HEREBY COVENANTS AND AGREES AS FOLLOWS: 

ARTICLE I 
COVENANTS AND AGREEMENTS OF TRUSTOR 

1.01 Maintenance, Repair, Alterations. Trustor shall keep the Trust Estate in good 
condition and repair. Trustor shall not remove, demolish, or substantially alter any of the 
Improvements, except with the prior written consent of Beneficiary; provided, however, that the 
written consent of Beneficiary shalI not be required for any removal, demolition or alterations to 
the Improvements resulting from Trustor’s ongoing construction program or in connection with 
Trustor’s Prudent Utility Practices. For purposes of this Deed of Trust, “Prudent Utility 
Practices” shall mean those nationally recognized practices, methods, standards and acts 
(including, but not limited to, the practices, methods, standards and acts engaged in or approved 
by a significant portion of the power generation industry in United States), that, in the exercise of 
reasonable prudent judgment in light of the facts known or that should reasonably have been 
known at the time a decision was made, would have been expected to accomplish the desired 
result consistent with good engineering practices, safety, reliability, and good business practices, 
and which practices, methods, standards and acts conform to a majority of the operation and 
maintenance standards followed by power generating plants of similar type, size and capacity as 
the Premises. Prudent Utility Practices are not limited to the optimum practice or method to the 
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exclusion of others, but rather refer to the reasonable practices and methods used by a significant 
portion of the power generation industry in the United States. Trustor shall complete promptly 
and in a good and workmanlike manner any Improvement that may be now or hereafter 
constructed on the Premises and promptly restore in like manner any Improvements that may be 
damaged or destroyed from any cause whatsoever and pay when due all claims for labor 
performed and materials hrnished therefor. Trustor shall comply with all Requirements (as 
defined below) and shall not suffer to occur or exist any violation of any Requirement. Trustor 
shall not commit or permit any waste or deterioration of the Trust Estate, and, to the extent 
allowed by law, shall keep and maintain abutting grounds, sidewalks, roads, parking and 
landscape areas in good and neat order and repair. Trustor shall perform its obligations under 
each Lease. “Requirement” and “Requirements” mean, respectively, each and all obligations 
and requirements now or hereafter in effect by which Trustor or the Trust Estate are bound or 
which are otherwise applicable to the Trust Estate, construction of any Improvements on the 
Trust Estate, or operation, occupancy or use of the Trust Estate (including, without limitation (i) 
such obligations and requirements imposed by common law or any law, statute, ordinance, 
regulation, or rule (federal, state, or local), and (ii) such obligations and requirements of, in, or in 
respect of (A) any consent, authorization, license, permit, or approval relating to the Trust Estate, 
(B) any condition, covenant, restriction, easement, or right-of-way reservation applicable to the 
Trust Estate, (C) any Lien or Encumbrance, (D) any other agreement, document, or instrument to 
which Trustor is a party or by which Trustor or the Trust Estate is bound or affected, and (E) any 
order, writ, judgment, injunction, decree, determination, or award of any arbitrator, other private 
adjudicator, court, government, or governmental authority (federal, state, or local) to which 
Trustor is a party or by which Trustor or the Trust Estate is bound or affected). 

1.02 Required Insurance. Trustor shall at all times provide, maintain and keep in force 
or cause to be provided, maintained and kept in force with respect to the Trust Estate, at no 
expense to Trustee or Beneficiary, policies of insurance in forms and amounts and issued by 
companies reasonably satisfactory to Beneficiary covering such casualties, risks, perils, liabilities 
and other hazards as is required under the Loan Agreement. All such policies of insurance 
required by the terms of this Deed of Trust or the Loan Agreement shall contain an endorsement 
or agreement by the insurer that any loss shall be payable in accordance with the terms of such 
policy notwithstanding any act or negligence of Trustor or any party holding under Trustor that 
might otherwise result in forfeiture of said insurance and the further agreement of the insurer 
waiving all rights of setoff, counterclaim or deductions against Trustor. 

1.03 Delivery of Policies, Payment of Premiums. 

(a) At Beneficiary’s option all policies of insurance shall either have attached 
thereto a lender’s loss payable endorsement for the benefit of Beneficiary in form 
satisfactory to Beneficiary or shall name Beneficiary as an additional insured. Trustor 
shall furnish Beneficiary with certificates of insurance for each required policy setting 
forth the coverage, the limits of liability, the name of the carrier, the policy number and 
the period of coverage. If Beneficiary consents, Trustor may provide any of the required 
insurance through blanket policies carried by Trustor and covering more than one 
location, or by policies procured by a tenant or other party holding under Trustor; 
provided, however, all such policies shall meet the requirements referred to in Section 
1.02. At least thirty (30) days prior to the expiration of each required policy, Trustor 
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shall deliver to Beneficiary evidence reasonably satisfactory to Beneficiary of the 
payment of premium and the renewal or replacement of such policy continuing insurance 
in form as required by this Deed of Trust. All such policies shall contain a provision that, 
notwithstanding any contrary agreement between Trustor and insurance company, such 
policies will not be cancelled, allowed to lapse without renewal, surrendered or materially 
amended, which term shall include any reduction in the scope or limits of coverage, 
without at least thirty (30) days’ prior written notice to Beneficiary. 

(b) In the event Trustor fails to obtain, maintain, or deliver to Beneficiary the 
policies of insurance with respect to the Trust Estate required by this Deed of Trust, 
Beneficiary may, at Beneficiary’s election, but without any obligation so to do, procure 
such insurance or single-interest insurance for such risks covering Beneficiary’s interest, 
and Trustor will pay all premiums thereon promptly upon demand by Beneficiary, and 
until such payment is made by Trustor, the amount of all such premiums shall bear 
interest at the Default Rate. Upon the occurrence and during the continuation of an Event 
of Default and request by Beneficiary, Trustor shall deposit with Beneficiary in monthly 
installments, an amount equal to one-twelfth (1/12) of the estimated aggregate annual 
insurance premiums on all policies of insurance required by this Deed of Trust (funds 
deposited for this purpose are referred to as “Insurance Impounds”). In such event 
Trustor further agrees to cause all bills, statements, or other documents relating to the 
foregoing insurance premiums to be sent or mailed directly to Beneficiary. Upon receipt 
of such bills, statements, or other documents evidencing that a premium for a required 
policy is then payable, and provided there are sufficient Insurance Impounds, Beneficiary 
shall timely pay such amounts as may be due thereunder out of the Insurance Impounds. 
If at any time and for any reason the Insurance Impounds are or will be insufficient to pay 
such amounts as may be then or subsequently due, Beneficiary shall notify Trustor and 
Trustor shall immediately deposit an amount equal to such deficiency with Beneficiary. 
Notwithstanding the foregoing, nothing contained herein shall cause Beneficiary to be 
deemed a trustee of Insurance Impounds or to be obligated to pay any amounts in excess 
of the amount of the Insurance Impounds, nor shall anything contained herein modify the 
obligation of Trustor set forth in Section 1.01 to obtain and maintain insurance. 
Beneficiary may commingle Insurance Impounds with its own funds, and Trustor shall 
not be entitled to interest thereon. Beneficiary may reserve for future payments of 
premiums such portion of Insurance Impounds as Beneficiary in its absolute and sole 
discretion deems proper. If Trustor fails to deposit with Beneficiary sums sufficient to 
pay fklly such premiums at least thirty (30) days before delinquency thereof, Beneficiary 
may, at Beneficiary’s election, but without any obligation so to do, advance any amounts 
required to make up the deficiency, which advances, if any, shall be secured hereby and 
shall be repayable to Beneficiary upon demand with interest from the date advanced at 
the Default Rate, or at the option of Beneficiary the latter may, without making any 
advance whatever, apply any Insurance Impounds to payment of the Obligations in such 
order as Beneficiary may determine, notwithstanding that such Obligations may not yet 
be due. Upon the occurrence of an Event of Default, Beneficiary may, at any time, at 
Beneficiary’s option, apply any Insurance Impounds or Impositions Impounds under this 
Section 1.03 or Section 1.07, any funds paid as Rents, and any other funds of Trustor held 
by Beneficiary to payment of any of the Obligations, in such manner and order as 
Beneficiary may elect, notwithstanding that such Obligations may not yet be due. 
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1.04 Casualties; Insurance Proceeds. 

(a) Trustor shall give prompt written notice thereof to Beneficiary after the 
happening of any casualty to or in connection with the Trust Estate or any part thereof, 
whether or not covered by insurance. All proceeds of insurance shall be payable to 
Beneficiary, and Trustor hereby authorizes and directs any affected insurance company to 
make payment of such proceeds directly to Beneficiary. If Trustor receives any proceeds 
of insurance resulting from such casualty, Trustor shall promptly pay over such proceeds 
to Beneficiary. All proceeds of insurance will be applied by Beneficiary to payment of 
the Obligations in such order as Beneficiary shall determine. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1.01 hereof or restoring all damage or destruction to the Trust 
Estate, regardless of whether or not there are insurance proceeds available to Trustor or 
whether any such proceeds are sufficient in amount, and the application or release by 
Beneficiary of any insurance proceeds shall not cure or waive any default or notice of 
default under this Deed of Trust or invalidate any act done pursuant to such default or 
notice of default. 

1.05 Assignment of Policies Upon Foreclosure. In the event of foreclosure of this 
Deed of Trust as a mortgage, a sale under the power of sale, or any other transfer of title or 
assignment of the Trust Estate in extinguishment, in whole or in part, of the Obligations, all 
right, title and interest of Trustor in and to all policies of insurance required by Section 1.02 shall 
inure to the benefit of and pass to the successor in interest to Trustor or the purchaser or grantee 
of the Trust Estate, to the extent such policies are assignable pursuant to the terms thereof. 

1.06 Indemnification; Subrogation; Waiver of Offset. 

(a) If Beneficiary is made a party to any litigation concerning the Notes, this 
Deed of Trust, any of the Financing Documents, the Trust Estate or any part thereof or 
interest therein, or the occupzincy of the Trust Estate by Trustor, which litigation is not 
the result of a claim or counterclaim made by Trustor or Borrower against Beneficiary for 
breach of Beneficiary's obligations under the Financing Documents (each, an "Excluded 
Claim"), then Trustor shall indemnify, defend and hold Beneficiary harmless for, from 
and against all liability by reason of said litigation, including reasonable attorneys' fees 
and expenses incurred by Beneficiary as a result of any such litigation, whether or not 
any such litigation is prosecuted to judgment. Beneficiaj may employ an attorney or 
attorneys to protect its rights hereunder, and in the event of such employment following 
any breach by Trustor, Trustor shall pay Beneficiary reasonable attorneys' fees and 
expenses incurred by Beneficiary, whether or not an action is actually commenced 
against Trustor by reason of its breach. 

(b) Trustor waives any and all right to claim or recover against Beneficiary, 
its successors and assigns, their directors, officers, employees, agents and representatives, 
for loss of or damage to Trustor, the Trust Estate, Trustor's property or the property of 
others under Trustor's control from any cause insured against or required to be insured 
against by this Deed of Trust. 

12780 I3 - 6 -  



(c) All sums payable by Trustor pursuant to this Deed of Trust shall be paid 
without notice (except for such notice as may be expressly required hereunder or under 
the other Financing Documents), demand, counterclaim, setoff, deduction or defense and 
without abatement, suspension, deferment, diminution or reduction, and the obligations 
and liabilities of Trustor hereunder shall in no way be released, discharged or otherwise 
affected (except as expressly provided herein) by reason of: (i) any damage to or 
destruction of or any condemnation or similar taking of the Trust Estate or any part 
thereof; (ii) any restriction or prevention of or interference by any Person (as defined 
below) with any use of the Trust Estate or any part thereof; (iii) any title defect or 
encumbrance or any eviction from the Premises or the Improvements or any part thereof 
by title paramount or otherwise; or (iv) any bankruptcy, insolvency, reorganization, 
composition, adjustment, dissolution, liquidation or other like proceeding relating to 
Beneficiary, or any action taken with respect to this Deed of Trust by any trustee or 
receiver of Beneficiary, or by any court, in any such proceeding. Except as expressly 
provided herein, Trustor waives all rights now or hereafter conferred by statute or 
otherwise to any abatement, suspension, deferment, diminution or reduction of any sum 
secured hereby and payable by Trustor. “Person” means any natural person, any 
unincorporated association, any corporation, any partnership, any joint venture, any trust, 
any other legal entity, or any governmental authority (federal, state, local or foreign), 
excluding Beneficiary. 

1.07 Impositions. 

(a) Trustor shall pay, or cause to be paid, prior to delinquency, all real 
property taxes and assessments, general and special, and all other taxes and assessments 
of any kind or nature whatsoever, (including, without limitation, nongovernmental levies 
or assessments such as maintenance charges, levies, or charges resulting from covenants, 
conditions and restrictions affecting the Trust Estate) that are assessed or imposed upon 
the Trust Estate or become due and payable and that create, may create, or appear to 
create a lien upon the Trust Estate (the above are sometimes referred to herein 
individually as an “Imposition” and collectively as “Impositions”), provided, however, 
that if by law any Imposition is payable, or may at the option of the taxpayer be paid, in 
installments, Trustor may pay the same or cause it to be paid, together with any accrued 
interest on the unpaid balance of such Imposition, in installments as the same becomes 
due and before any fine, penalty, interest, or cost may be added thereto for the 
nonpayment of any such installment and interest. 

(b) If at any time after the date hereof there shall be assessed or imposed a fee, 
tax, or assessment on Beneficiary and measured by or based in whole or in part upon this 
Deed of Trust or the outstanding amount of the Obligations, then all such taxes, 
assessments or fees shall be deemed to be included within the term “Impositions” as 
defined in Section 1.07(a) and Trustor shall pay and discharge the same as herein 
provided with respect to the payment of Impositions. If Trustor fails to pay such 
impositions prior to delinquency, Beneficiary may declare all or part of the Obligations, 
immediately due and payable. If Trustor is prohibited by law from paying such 
Impositions, Beneficiary may declare all or part of the Obligations due and payable on a 
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date which is not less than six (6) months from the date such prohibition is imposed on 
Trustor. 

(c) Subject to the provisions of Section 1.07(d) and upon request by 
Beneficiary, Trustor shall deliver to Beneficiary within thirty (30) days after the date 
upon which any Imposition is due and payable by Trustor official receipts of the 
appropriate taxing authority, or other proof satisfactory to Beneficiary, evidencing the 
payment thereof. 

(d) Trustor shall have the right before any delinquency occurs to contest or 
object to the amount or validity of any Imposition by appropriate proceedings, but this 
shall not be deemed or construed in any way as relieving, modifying, or extending 
Trustor’s covenant to pay any such Imposition at the time and in the manner provided in 
this Section 1.07, unless Trustor has given prior written notice to Beneficiary of Trustor’s 
intent to so contest or object to an Imposition, and unless, in Beneficiary’s absolute and 
sole discretion, (i) Trustor shall demonstrate to Beneficiary’s satisfaction that the 
proceedings to be initiated by Trustor shall conclusively operate to prevent the sale of the 
Trust Estate or any part thereof or interest therein to satisfy such Imposition prior to final 
determination of such proceedings, (ii) Trustor shall furnish a good and sufficient bond or 
surety as requested by and satisfactory to Beneficiary, or (iii) Trustor shall demonstrate to 
Beneficiary’s satisfaction that Trustor has provided a good and sufficient undertaking as 
may be required or permitted by law to accomplish a stay of any such sale. 

(e) Upon the occurrence and during the continuation of an Event of Default 
and upon request by Beneficiary, Trustor shall pay to Beneficiary an initial cash deposit 
in an amount adequate to pay all Impositions for the ensuing tax fiscal year and shall 
thereafter continue to deposit with Beneficiary, in monthly installments, an amount equal 
to one-twelfth (1/12) of the sum of the annual Impositions reasonably estimated by 
Beneficiary, for the purpose of paying the installment of Impositions next due (funds 
deposited for this purpose are referred to as “Impositions Impounn’). In such event, 
Trustor M e r  agrees to cause all bills, statements, or other documents relating to 
Impositions to be sent or mailed directly to Beneficiary. Upon receipt of such bills, 
statements, or other documents, and providing there are sufficient Impositions Impounds, 
Beneficiary shall timely pay such amounts as may be due thereunder out of the 
Impositions Impounds. If at any time and for any reason the Impositions Impounds are or 
will be insufficient to pay such amounts as may then or subsequently be due, Beneficiary 
may notify Trustor and upon such notice Trustor shall deposit immediately an amount 
equal to such deficiency with Beneficiary. Notwithstanding the foregoing, nothing 
contained herein shall cause Beneficiary to be deemed a trustee of Impositions Impounds 
or to be obligated to pay any amounts in excess of the amount of funds deposited with 
Beneficiary pursuant to this Section 1.07(e). Beneficiary may commingle Impositions 
Impounds with its own funds and shall not be obligated to pay any interest on any 
Impositions Impounds. Beneficiary may reserve for future payment of Impositions such 
portion of Impositions Impounds as Beneficiary may in its absolute and sole discretion 
deem proper. If Trustor fails to deposit with Beneficiary sums sufficient to fully pay such 
Impositions at least thirty (30) days before delinquency thereof, Beneficiary may, at 
Beneficiary’s election, but without any obligation so to do, advance any amounts required 
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to make up the deficiency, which advances, if any, shall be secured hereby and shall be 
repayable to Beneficiary upon demand together with interest thereon at the Default Rate 
from the date of such advance, or at the option of Beneficiary the latter may, without 
making any advance whatever, apply any Impositions Impounds held by it upon any of 
the Obligations in such order as Beneficiary may determine, notwithstanding that such 
Obligations may not yet be due. 

(f) Trustor shall not initiate or suffer to occur or exist the joint assessment of 
any real and personal property included in the Trust Estate or any other procedure 
whereby the lien of real property taxes and the lien of personal property taxes shall be 
assessed, levied, or charged to the Trust Estate as a single lien. 

1.08 Utilities. Trustor shall pay when due all charges that are incurred by Trustor for 
the benefit of the Trust Estate or that may become a charge or lien against the Trust Estate for 
gas, electricity, water, sewer, or other services furnished to the Trust Estate. 

1.09 Actions Affecting Trust Estate. Except for Excluded Claims, Trustor shall appear 
in and contest any action or proceeding purporting to affect the security hereof or the rights or 
powers of Beneficiary or Trustee; and shall pay all costs and expenses (including, without 
limitation, costs of evidence of title, litigation, and attorneys’ fees) in any such action or 
proceeding in which Beneficiary or Trustee may appear. 

1.10 Actions By Trustee or Beneficiary. If either Borrower or Trustor fails to make 
any payment or to do any act as and in the manner provided in any of the Financing Documents, 
Beneficiary and/or Trustee, each in its absolute and sole discretion, without obligation so to do, 
without releasing Trustor from any obligation, and with only such notice to or demand upon 
Trustor as may be reasonable under the then existing circumstances, but in no event exceeding 
ten (10) days prior written notice, may make or do the same in such manner and to such extent as 
either may deem necessary or appropriate. In connection therewith (without limiting their 
general powers, whether conferred herein, in another Financing Document or by law), 
Beneficiary and Trustee shall have and are hereby given the right, but not the obligation, (a) to 
enter upon and take possession of the Trust Estate; (b) to make additions, alterations, repairs and 
improvements to the Trust Estate that they or either of them may consider necessary or 
appropriate to keep the Trust Estate in good condition and repair; (c) to appear and participate in 
any action or proceeding affecting or which may affect the security hereof or the rights or powers 
of Beneficiary or Trustee; (d) to pay, purchase, contest or compromise any Lien or Encumbrance 
(as defined below) or alleged Lien or Encumbrance whether superior or junior to this Deed of 
Trust; and (e) in exercising such powers, to pay necessary expenses (including, without 
limitation, expenses of employment of counsel or other necessary or desirable consultants). 
Trustor shall, immediately upon demand therefor by Beneficiary and Trustee or either of them, 
pay to Beneficiary and Trustee an amount equal to all respective costs and expenses incurred by 
them in connection with the exercise by either Beneficiary or Trustee or both of the foregoing 
rights (including, without limitation, costs of evidence of title, court costs, appraisals, surveys 
and receiver’s, trustee’s and attorneys’ fees) together with interest thereon from the date of such 
expenditures at the Default Rate. 
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1.11 Transfer of Trust Estate by Trustor. Trustor agrees that, in the event of any 
Transfer (as hereinafter defined), without the prior written consent of Beneficiary, Beneficiary 
shall have the absolute right, without prior demand or notice, to declare all sums secured hereby 
immediately due and payable. Consent to one such transaction shall not be deemed to be a 
waiver of the right to require consent to future or successive transactions. Beneficiary may grant 
or deny such consent in its sole discretion and, if consent should be given, any such Transfer 
shall be subject to this Deed of Trust, and such transferee shall assume all obligations hereunder 
and agree to be bound by all provisions contained herein. Such assumption shall not, however, 
release Trustor or any maker or guarantor (if any) of the Notes from any liability thereunder 
without the prior written consent of Beneficiary. As used herein, “Transfer” shall mean: 

(i) any sale, transfer, conveyance, hypothecation, encumbrance, lease or 
vesting of the Trust Estate or any part thereof or interest therein to or in any Person, 
whether voluntary, involuntary, by operation of law, or otherwise, except the Permitted 
Exceptions (as such term is defined in Exhibit C attached hereto and incorporated herein 
by reference); 

(ii) any sale, transfer, assignment, conveyance, hypothecation, encumbrance 
or vesting of any shares of stock in Trustor to or in any Person or any consolidation or 
merger of Trustor into or with any Person whether voluntary, involuntary, by operation of 
law, or otherwise, except the Permitted Exceptions; or 

(iii) the execution of any agreements to do any of the foregoing, except the 
Permitted Exceptions; 

provided, however, that the term “Transfer” shall not include the transfer by Borrower of 
the capital stock of Trustor, so long as (a) such transfers are made either: (1) to entities 
that are controlled by, controlling or under common control with Trustor and Borrower, 
or (2) to other persons, provided that after giving effect to such transfers pursuant to this 
clause (a)(2) Borrower continues to own (free and clear of Liens and Encumbrances) at 
least a 51% interest in Trustor and (b) such transfers do not result in the dissolution or 
winding up of Trustor. 

1.12 Eminent Domain. 

(a) In the event that any proceeding or action be commenced for the taking of 
the Trust Estate, or any part thereof or interest therein, for public or quasi-public use 
under the power of eminent domain, condemnation (including, without limitation, inverse 
condemnation) or otherwise (hereinafter collectively referred to as a “Taking”), or if the 
same be taken or damaged by reason of any public improvement or Taking, or should 
Trustor receive any notice or other information regarding such Taking or damage, Trustor 
shall give prompt written notice thereof to Beneficiary. All compensation, awards, 
damages, rights of action and proceeds awarded to Trustor by reason of any such Taking 
or damage or received by Trustor as the result of a transfer in lieu of a Taking (the 
“Condemnation Proceeds”) are hereby assigned to Beneficiary, and Trustor agrees to 
execute such further assignments of the Condemnation Proceeds as Beneficiary or 
Trustee may require. If Trustor receives any Condemnation Proceeds Trustor shall 
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promptly pay over such proceeds to Beneficiary. Beneficiary is hereby authorized and 
empowered by Trustor, at Beneficiary’s option and in Beneficiary’s sole discretion, as 
attorney-in-fact for Trustor, to settle, adjust, or compromise any claim for loss or damage 
in connection with any Taking or proposed Taking and, without regard to the adequacy of 
its security, to commence, appear in and prosecute in its own name andor on behalf of 
Trustor any such action or proceeding arising out of or relating to a Taking or proposed 
Taking. 

(b) Trustor shall not be excused from repairing or maintaining the Trust Estate 
as provided in Section 1.01 or restoring all damage or destruction to the Trust Estate, 
regardless of whether or not there are Condemnation Proceeds available to Trustor or 
whether any such Condemnation Proceeds are sufficient in amount. The application or 
release of the Condemnation Proceeds shall not cure or waive any default or notice of 
default hereunder or under any other Financing Document or invalidate any act done 
pursuant to such default or notice of default. 

1.13 Additional Security. No other security now existing, or hereafter taken, to secure 
the obligations secured hereby shall be impaired or affected by the execution of this Deed of 
Trust. All security for the Obligations from time to time shall be taken, considered and held as 
cumulative. Any taking of additional security, execution of partial releases of the security, or 
any extension of the time of payment of, or modification of other terms of any of the Obligations 
shall not diminish the force, effect or lien of this Deed of Trust and shall not affect or impair the 
liability of any maker, guarantor, surety or endorser for the payment or performance of any of the 
Obligations. In the event Beneficiary at any time holds additional security for any of the 
Obligations, it may enforce the sale thereof or otherwise realize upon the same, at its option, 
either before, concurrently with, or after a sale or realization is made hereunder. 

1.14 Appointment of Successor Trustee. Beneficiary may, from time to time, by a 
written instrument executed and acknowledged by Beneficiary, mailed to Trustor and recorded in 
the county in which the Trust Estate is located and by otherwise complying with the provisions 
of applicable law, substitute a successor or successors to any Trustee named herein or acting 
hereunder, and such successor(s) shall, without conveyance fkom the Trustee predecessor, 
succeed to all title, estate, rights, powers and duties of such predecessor. 

1.15 Inspections. Beneficiary, and its agents, representatives officers, and employees, 
are authorized to enter at any reasonable time upon or in any part of the Trust Estate for the 
purpose of inspecting the same and for the purpose of performing any of the acts Beneficiary is 
authorized to perform hereunder or under the terms of any of the Financing Documents. 

1.16 Ownership and Liens and Encumbrances. Trustor is, and as to any portion of the 
Trust Estate acquired hereafter will upon such acquisitions be, and shall remain the owner of the 
Trust Estate free and clear of any Liens and Encumbrances. Trustor shall not grant, shall not 
suffer to exist, and shall pay and promptly discharge, at Trustor’s cost and expense, all Liens and 
Encumbrances and any claims thereof upon the Trust Estate, or any part thereof or interest 
therein. Trustor shall notify Beneficiary immediately in writing of any Lien or Encumbrance or 
claim thereof. Trustor shall have the right to contest in good faith the validity of any involuntary 
Lien or Encumbrance, provided Trustor shall first deposit with Beneficiary a bond or other 
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security satisfactory to Beneficiary in such amount as Beneficiary shall reasonably require, but 
not more than one hundred fifty percent (1 50%) of the amount of the claim, and provided further 
that if Trustor loses such contest, Trustor shall thereafter diligently proceed to cause such Lien or 
Encumbrance to be removed and discharged. If Trustor shall fail to remove and discharge any 
Lien or Encumbrance or claim thereof, then, in addition to any other right or remedy of 
Beneficiary, Beneficiary may, after only such notice to Trustor as may be reasonable under the 
then existing circumstances, but shall not be obligated to, discharge the same, either by paying 
the amount claimed to be due, or by procuring the discharge of such Lien or Encumbrance by 
depositing in a court a bond or the amount claimed or otherwise giving security for such claim, 
or by procuring such discharge in such manner as is or may be prescribed by law. Trustor shall, 
immediately upon demand therefor by Beneficiary, pay to Beneficiary an amount equal to all 
costs and expenses incurred by Beneficiary in connection with the exercise by Beneficiary of the 
foregoing right to discharge any Lien or Encumbrance or claim thereof, together with interest 
thereon from the date of each such expenditure at the Default Rate. Such costs and expenses 
shall be secured by this Deed of Trust. “Lien or Encumbrance” and “Liens and Encumbrances” 
mean, respectively, each and all of the following in respect of the Trust Estate: leases, other 
rights to occupy or use, mortgages, deeds of trust, pledges, security agreements, assignments, 
assignments as security, conditional sales, title retention arrangements or agreements, conditions, 
covenants, and restrictions, and other charges, liens, encumbrances, or adverse interests, whether 
voluntarily or involuntarily created and regardless of whether prior or subordinate to any estate, 
right, title, or interest granted to Trustee or Beneficiary in this Deed of Trust, excluding from the 
foregoing the Permitted Exceptions. 

1.17 Trustee’s Powers. At any time, or from time to time, without liability therefor 
and without notice, upon written request of Beneficiary and presentation of this Deed of Trust 
and without affecting the personal liability of any person for payment of the Obligations or the 
effect of this Deed of Trust upon the remainder of said Trust Estate, Trustee may (a) reconvey 
any part of said Trust Estate, (b) consent in writing to the making of any map or plat thereof, (c) 
join in granting any easement thereon, or (d) join in any extension agreement or any agreement 
subordinating the lien or charge hereof. 

1.18 Beneficiw’s Powers. Without affecting the liability of any Person liable for the 
payment of the Obligations herein mentioned, and without affecting the lien or charge of this 
Deed of Trust upon any portion of the Trust Estate not then or theretofore released as security for 
the Obligations, Beneficiary may, from time to time and without notice (a) release any person so 
liable, (b) extend the Obligations, (c) grant other indulgences, (d) release or reconvey, or cause to 
be released or reconveyed, at any time at Beneficiary’s option any parcel, portion or all of the 
Trust Estate, (e) take or release any other or additional security or any guaranty for any 
Obligation herein mentioned, or (f) make compositions or other arrangements with debtors in 
relation thereto. 

1.19 Trade Names. At the request of Beneficiary from time to time, Trustor shall 
execute a certificate in form satisfactory to Beneficiary listing the trade names or fictitious 
business names under which Trustor intends to operate the Trust Estate or any business located 
thereon and representing and warranting that Trustor does business under no other trade names 
or fictitious business names with respect to the Trust Estate. Trustor shall immediately notify 
Beneficiary in writing of any change in said trade names or fictitious business names, and will, 
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upon request of Beneficiary, execute any additional financing statements and other certificates 
necessary to reflect the change in trade names or fictitious business names. 

1.20 Leasehold. If a leasehold estate constitutes a portion of the Trust Estate, Trustor 
agrees not to amend, modify, extend, renew or terminate such leasehold estate, any interest 
therein, or the lease granting such leasehold estate without the prior written consent of 
Beneficiary, which consent may be withheld by Beneficiary in its absolute and sole discretion. 
Consent to one amendment, modification, extension or renewal shall not be deemed to be a 
waiver of the right to require consent to other, future or successive amendments, modifications, 
extensions or renewals. Trustor agrees to perform all obligations and agreements under said 
leasehold and shall not take any action or omit to take any action which would effect or permit 
the termination of said leasehold. Trustor agrees to promptly notify Beneficiary in writing with 
respect to any default or alleged default by any party thereto and to deliver to Beneficiary copies 
of all notices, demands, complaints or other communications received or given by Trustor with 
respect to any such default or alleged default. Beneficiary shall have the option to cure any such 
default and to perform any or all of Trustor’s obligations thereunder. All sums expended by 
Beneficiary in curing any such default shall be secured hereby and shall be immediately due and 
payable without demand or notice and shall bear interest from date of expenditure at the Default 
Rate. 

1.2 1 Environmental Matters. Trustor shall not use, generate, manufacture, store or 
dispose of, in, under or about the Trust Estate or transport to or from the Trust Estate any 
Hazardous Materials, except for those Hazardous Materials used, generated, manufactured, 
stored or disposed of in material compliance with all applicable Environmental Laws. For 
purposes of this Deed of Trust, “Environmental Laws” shall mean all federal, state or local laws, 
whether common law, statute, ordinance, rule, regulation, or judicial or administrative decision 
or policy or guideline, pertaining to Hazardous Materials, health, industrial hygiene, 
environmental conditions, or the regulation or protection of the environment, and all 
amendments thereto as of this date and to be added in the future and any successor statute or rule 
or regulation promulgated thereto. For purposes of this Deed of Trust, “Hazardous Materials” 
shall include, but shall not be limited to (i) flammable explosives, radioactive materials, 
hazardous wastes, toxic substances or related materials, (ii) all substances defined as “hazardous 
substances,” “hazardous materials,” or “toxic substances” in the Comprehensive Environmental 
Response Compensation and Liability Act of 1980, as amended, 42 U.S.C. $9601, et seq.; the 
Hazardous Materials Transportation Act, 49 U.S.C. $1901, et seq.; the Resource Conservation 
and Recovery Act, 42 U.S.C. $6901, et seq.; and (iii) all substances defined as “hazardous 
substances” in Arizona Revised Statutes $49-201 (1 6). Except for the use, generation, storage, 
release, threatened release, discharge, or disposal of Hazardous Materials on, under or about the 
Trust Estate attributable to (a) Beneficiary’s prior ownership of the Trust Estate, (b) Beneficiary’s 
operation of the Trust Estate or (c) Beneficiary’s operations on property adjacent to the Trust 
Estate, Trustor shall be solely responsible for, and shall indemnify and hold harmless 
Beneficiary, its directors, officers, employees, agents, successors and assigns from and against, 
any loss, damage, cost, expense or liability directly or indirectly arising out of or attributable to 
the use, generation, storage, release, threatened release, discharge, disposal, or presence of 
Hazardous Materials on, under or about the Trust Estate, including without limitation: (1) all 
foreseeable consequential damage; (2) the costs of any required or necessary repairs, cleanup or 
detoxification of the Trust Estate, and the preparation and implementation of any closure, 
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remedial or other required plans; and (3) all reasonable costs and expenses incurred by 
Beneficiary in connection with clauses (1) and (2), including but not limited to reasonable 
attorneys’ fees. Beneficiary, or its agents, shall have the right to enter onto the Trust Estate to 
inspect the Premises and to perform any testing of the Trust Estate for the existence of 
Hazardous Materials and to determine compliance with all environmental laws. Any such 
inspection by Beneficiary shall not relieve Trustor of its obligations to comply with any such 
environmental law, rule or regulation. 

1.22 Ri.&ts of Beneficiarv. With respect to the Obligations, Trustor authorize’s 
Beneficiary to perform any or all of the following acts at any ’time in its sole discretion, all 
without notice to or the consent or approval of Trustor and without affecting Trustor’s 
obligations under this Deed of Trust: 

(a) Beneficiary may alter any Obligation, including renewing, compromising, 
extending or accelerating, or otherwise changing the time for payment of, or increasing or 
decreasing the rate of interest on, all or any part of any Obligation. 

(b) Beneficiary may take and hold security for any Obligation, accept 
additional or substituted security therefor, and subordinate, exchange, enforce, waive, 
release, compromise, fail to perfect, and sell or otherwise dispose of any such security. 

(c) Beneficiary may direct the order and manner of any public or private sale 
of all or any part of any security assigned to Beneficiary by Borrower or any other 
person, or otherwise to comply with the Uniform Commercial Code of Arizona with 
respect to any personal property collateral, and Beneficiary may also bid at any such sale. 

(d) Beneficiary may apply any payments or recoveries from Borrower, any 
guarantor (a “Guarantor”) of any Obligation or any other source, and any proceeds of any 
security, to the Obligations in such manner, order and priority as Beneficiary may elect, 
whether or not those obligations are secured at the time of the application. 

(e) Beneficiary may release Borrower or any other person of its liability for 
all or any part of any Obligation. 

(0 
endorsers. 

Beneficiary may substitute, add, or release any one or more Guarantors or 

(8) In addition to the Obligations, Benefici&y may extend other credit to 
Borrower, and may take and hold security for the credit so extended, all without affecting 
Trustor’s liability under this Deed of Trust. 

1.23 Trustor’s Waivers. Trustor waives: 

(a) Any right it may have to require Beneficiary to proceed against 
Borrower or any other person, proceed against or exhaust any security held from 
Borrower or any other person, or pursue any other remedy in Beneficiary’s power to 
pursue; 

1278013 - 14- 



(b) Any defense based on any claim that Trustor’s obligations exceed or are 
more burdensome than those of Borrower; 

(c) Any defense based on (i) any legal disability of Borrower or any other 
Person, (ii) any release, discharge, modification, impairment, or limitation of the liability 
of Borrower or any other person to Beneficiary from any cause, whether consented to by 
Beneficiary or arising by operation of law or from any bankruptcy or other voluntary or 
involuntary proceeding, in or out of court, for the adjustment of debtor-creditor 
relationships (“Insolvency Proceeding”), and (iii) any rejection or disaffirmance of all or 
any part of any Obligation, or any security therefor, in any such Insolvency Proceeding; 

(d) Any defense based on any action taken or omitted by Beneficiary in any 
Insolvency Proceeding involving Borrower, including any election to have Beneficiary’s 
claim allowed as being secured, partially secured or unsecured, any extension of credit by 
Beneficiary to Borrower in any Insolvency Proceeding, and the taking and holding by 
Beneficiary of any security for any such extension of credit; 

(e) All presentments, demands for performance, notices of nonperformance, 
protests, notices of protest, notices of dishonor, and of the existence, creation, or 
incurring of new or additional indebtedness, and demands and notices of every kind; 

( f )  Any defense based on or arising out of any defense that Borrower may 
have to the payment or performance of all or any part of any Obligation; 

(8) Any defense based on the unenforceability or invalidity of any collateral 
assignment or guaranty with respect to any Obligation, or the lack of perfection or 
continuing perfection or lack of priority of any lien (other than the lien of this Deed of 
Trust) which secures any Obligation; and 

(h) Any failure of Beneficiary to marshal assets in favor of Trustor or any 
other person. 

1.24 Information Reparding Borrower and the Property. Trustor warrants and agrees 
that Trustor has not relied, and will not rely, on any representations and warranties by 
Beneficiary to Trustor with respect to the creditworthiness of Borrower or the prospects of 
repayment of any Obligation fkom sources other than the Trust Estate. Before signing this Deed 
of Trust, Trustor will have investigated the financial condition and business operations of 
Borrower, the present and former condition, uses and ownership of the Trust Estate, and such 
other matters as Trustor may deem appropriate to assure itself of Borrower’s ability to discharge 
its obligations under or with respect to the Obligations. Trustor assumes full responsibility for 
such due diligence, as well as for keeping informed of all matters which may affect Borrower’s 
ability to pay and perform its obligations to Beneficiary. Beneficiary has no duty to disclose to 
Trustor any information which Beneficiary may have or receive about Borrower’s financial 
condition or business operations, the condition or uses of any of the Trust Estate, or any other 
circumstances bearing on Borrower’s ability to perform. Trustor is familiar with the terms and 
conditions of the Loan Documents and consents to all provisions thereof. 
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1.25 Subordination. Any rights of Trustor, whether now existing or later arising, to 
receive payment on account of any indebtedness (including interest) owed to it by Borrower or 
any subsequent owner of any of the Trust Estate, or to withdraw capital invested by it in 
Borrower (if applicable), or to receive distributions from Borrower (if applicable), shall at all 
times be subordinate as to lien and time of payment and in all other respects to the full and prior 
repayment to Beneficiary of all Obligations; provided, however, that prior to the occurrence of 
an Event of Default, Trustor may receive payments of such subordinated obligations in the 
ordinary course of business and in a manner that is consistent with past practices. 

1.26 Consideration. I 
(a) Trustor acknowledges that it expects to benefit from Beneficiary’s 

entering into certain material transactions with respect to the Obligations because of 
Trustor’s relationship to Borrower, and that it is executing this Deed of Trust in 
consideration of such anticipated benefit. 

(b) Trustor does not intend to defraud any of its creditors by execution and 
delivery of this Deed of Trust. Trustor is not insolvent, and Trustor shall not be rendered 
insolvent by virtue of such execution of this Deed of Trust. Trustor has determined that, 
in its opinion, the fair market value of the benefits to be derived by it from such execution 
of this Deed of Trust will equal or exceed the cost and expense that may be incurred by 
Trustor under or in connection with this Deed of Trust. 

1.27 Lawfulness and Reasonableness. Trustor warrants that all of the waivers in this 
Deed of Trust are made with full knowledge of their significance, and of the fact that events 
giving rise to any defense or other benefit waived by Trustor may destroy or impair rights which 
Trustor would otherwise have against Beneficiary, Borrower and other persons, or against 
collateral. Trustor agrees that (i) all such waivers are reasonable under the circumstances and (ii) 
if any such waiver is determined (by a court of competent jurisdiction) to be contrary to any law 
or public policy, the other waivers herein shall nonetheless remain in full force and effect. 

1.28 Limitation on Amount Obligated; Contribution bv Other Persons. Anything 
contained in this Deed of Trust to the contrary notwithstanding, if any Fraudulent Transfer Law 
(as hereinafter defined) is determined by a court of competent jurisdiction to be applicable to the 
obligations of Trustor under this Deed of Trust, such obligations shall be limited to a maximum 
aggregate amount equal to the largest amount that would not render Trustor’s obligations under 
this Deed of Trust subject to avoidance as a fraudulent transfer or conveyance under Section 548 
of Title 11 of the United States Code or any applicable provisions of comparable state law 
(collectively, the “Fraudulent Transfer Laws”), in each case after giving effect to all other 
liabilities of Trustor, contingent or otherwise, that are relevant under the Fraudulent Transfer 
Laws (specifically excluding, however, any liabilities of Trustor in respect of intercompany 
indebtedness, if any, to Borrower or any Affiliate (as defined in the Loan Agreement) of 
Borrower to the extent that such indebtedness would be discharged in an amount equal to the 
amount paid by Trustor under this Deed of Trust pursuant to which the liability of Trustor under 
this Deed of Trust is included in the liabilities taken into account in determining such maximum 
amount) and after giving effect as assets to the value (as determined under the applicable 
provisions of the Fraudulent Transfer Laws) of any rights to subrogation, reimbursement, 
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indemnification, or contribution of Trustor pursuant to applicable law or pursuant to the terms of 
any agreement. 

1.29 Enforceability. Trustor hereby acknowledges that (i) the obligations undertaken 
by Trustor in this Deed of Trust are complex in nature, (ii) numerous possible defenses to the 
enforceability of these obligations may presently exist andor may arise hereafter, (iii) as part of 
Beneficiary’s consideration for accepting this Deed of Trust as security for advances to be made 
with respect to the Loan, Beneficiary has specifically bargained for the waiver and 
relinquishment by Trustor of all such defenses, and (iv) Trustor has had the opportunity to seek 
and receive legal advice from skilled legal counsel in the area of financial transactions of the 
type contemplated herein. Given all of the above, Trustor hereby represents and confirms to 
Beneficiary that Trustor is fully informed regarding, and that Trustor does thoroughly 
understand, (w) the nature of all such possible defenses, (x) the circumstances under which such 
defenses may arise, (y) the benefits which such defenses might confer upon Trustor, and (z) the 
legal consequences to Trustor of waiving such defenses. Trustor acknowledges that Trustor 
enters into this Deed of Trust with the intent that this Deed of Trust and all of the informed 
waivers in this Deed of Trust shall each and all be fully enforceable by Beneficiary, and that 
Beneficiary is accepting this Deed of Trust in material reliance upon the presumed full 
enforceability thereof. 

1.30 No Personal Obligation. Beneficiary agrees that (i) Trustor shall have no personal 
liability with respect to the Obligations and (ii) Beneficiary’s recourse against Trustor for the 
Obligations shall be limited to Beneficiary’s enforcement of its remedies against the Trust Estate 
as encumbered by this Deed of Trust. 

ARTICLE II 
ASSIGNMENT OF RENTS 

2.01 Assignment of Rents. Trustor hereby absolutely and irrevocably assigns and 
transfers to Beneficiary all the Rents of the Trust Estate, and hereby gives to and confers upon 
Beneficiary the right, power and authority to collect the Rents. Trustor irrevocably appoints 
Beneficiary its true and lawful attorney-in-fact, at the option of Beneficiary at any time and from 
time to time, to demand, receive and enforce payment, to give receipts, releases and satisfactions, 
and to sue, in the name of Trustor or Beneficiary, for all Rents and apply the same to the 
payment of the Obligations in such order as Beneficiary shall determine. Trustor hereby 
authorizes and directs the lessees, tenants and occupants to make all payments under the Leases 
directly to Beneficiary upon written demand by Beneficiary, without further consent of Trustor; 
provided, however, that Trustor shall have the right to collect such Rents (but not more than one 
( 1) month in advance unless the written approval of Beneficiary is first obtained), and to retain 
and enjoy same, so long as an Event of Default shall not have occurred hereunder or under the 
other Financing Documents. The assignment of the Rents of the Trust Estate in this Article I1 is 
intended to be an absolute assignment from Trustor to Beneficiary and not merely the passing of 
a security interest. 
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2.02 Collection Upon an Event of Default. Upon the occurrence of an Event of 
Default, Beneficiary may, at any time without notice, either in person, by agent or by a receiver 
appointed by a court, and without regard to the adequacy of any security for the Obligations, 
enter upon and take possession of the Trust Estate, or any part thereof, and, with or without such 
entry or taking possession, in its own name sue for or otherwise collect the Rents (including, 
without limitation, those past due and unpaid) and apply the same, less costs and expenses of 
operation and collection (including, without limitation, attorneys’ fees) upon payment of the 
Obligations in such order as Beneficiary may determine. The collection of such Rents, or the 
entering upon and taking possession of the Trust Estate, or the application of the Rents as 
aforesaid, shall not cure or waive any default or notice of default hereunder or invalidate any act 
done in response to such default or pursuant to such notice of default. Trustor also hereby 
authorizes Beneficiary upon such entry, at its option, to take over and assume the management, 
operation and maintenance of the Trust Estate and to perform all acts Beneficiary in its sole 
discretion deems necessary and proper and to expend such sums out of Rents as may be needed 
in connection therewith, in the same manner and to the same extent as Trustor theretofore could 
do (including, without limitation, the right to enter into new leases, to cancel, surrender, alter or 
amend the terms of, andor renew existing leases andor to make concessions to tenants). Trustor 
hereby releases all claims of any kind or nature against Beneficiary arising out of such 
management, operation and maintenance, excepting the liability of Beneficiary to account as 
hereinafter set forth. 

2.03 Application of Rents. Upon such entry, Beneficiary shall, after payment of all 
property charges and expenses (including, without limitation, reasonable compensation to such 
managing agent as it may select and employ) and after the accumulation of a reserve to meet 
requisite amounts, credit the net amount of the Rents received by it to the Obligations, but the 
manner of the application of such net income and which items shall be credited shall be 
determined in the sole discretion of Beneficiary. Beneficiary shall not be accountable for more 
monies than it actually receives from the Trust Estate; nor shall it be liable for failure to collect 
Rents. Beneficiary shall make reasonable efforts to collect Rents, reserving, however, within its 
own absolute and sole discretion, the right to determine the method of collection and the extent 
to which enforcement of collection of Rents shall be prosecuted and Beneficiary’s judgment 
shall be deemed conclusive and reasonable. 

2.04 Mortgagee in Possession. It is not the intention of the parties hereto that an entry 
by Beneficiary upon the Premises under the terms of this instrument shall make Beneficiary a 
party in possession in contemplation of the law, except at the option of Beneficiary. 

2.05 Indemnity. Except for those losses, liabilities, obligations, claims, demands, 
damages, penalties, judgments, costs, and expenses resulting from Beneficiary’s gross negligence 
or willful misconduct, Trustor hereby agrees to indemnify and hold harmless Beneficiary for, 
from and against any and all losses, liabilities, obligations, claims, demands, damages, penalties, 
judgments, costs, and expenses, including legal fees and expenses, howsoever and by 
whomsoever asserted, arising out of or in any way connected with this assignment; and all such 
losses, liabilities, obligations, claims, demands, damages, penalties, judgments, costs and 
expenses shall be deemed added to the indebtedness secured hereby and shall be secured by any 
and all other instruments securing said indebtedness. 
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2.06 No Obligation to Perform. Nothing contained herein shall operate or be construed 
to obligate Beneficiary to perform any obligations of Trustor under any Lease (including, 
without limitation, any obligation arising out of any covenant of quiet enjoyment therein 
contained in the event the lessee under any such Lease shall have been joined as a party 
defendant in any action to foreclose and the estate of such lessee shall have been thereby 
terminated). Prior to actual entry into and taking possession of the Premises by Beneficiary, this 
assignment shall not operate to place upon Beneficiary any responsibility for the operation, 
control, care, management or repair of the Trust Estate or any portion thereof, and the execution 
of this assignment by Trustor shall constitute conclusive evidence that all responsibility for the 
operation, control, care, management and repair of the Trust Estate is and shall be that of Trustor, 
prior to such actual entry and taking of possession. 

ARTICLE III 
SECURITY AGREEMENT 

3.01 Creation of Security Interest. Trustor hereby grants to Beneficiary, a ‘security 
interest in and to all the Personal Property. 

3.02 Representations, Warranties and Covenants of Trustor. Trustor hereby represents, 
warrants and covenants (which representations, warranties and covenants shall survive creation 
of any indebtedness of Trustor to Beneficiary and any extension of credit thereunder) as follows: 

(a) The Personal Property is not used or bought for personal, family or 
household purposes. 

(b) The tangible portion of the Personal Property will be kept on or at the 
Premises or Improvements and Trustor will not, without the prior written consent of 
Beneficiary, remove the Personal Property or any portion thereof therefrom except such 
portions or items of Personal Property which are consumed or worn out in ordinary 
usage, all of which shall be promptly replaced by Trustor with similar items of equal to or 
greater value. 

(c) Trustor hereby authorizes Beneficiary to file and/or record financing 
statements and fixture filings pursuant to the Uniform Commercial Code of Arizona as in 
effect in the State of Arizona (Arizona Revised Statutes (“A.R.S.”) Sections 47-1101 
through 47-11107, as amended from time to time (“Uniform Commercial Code of 
Arizona”)), in form satisfactory to Beneficiary and will pay the cost of recording and 
filing the same in all public offices wherever recording or filing is deemed by Beneficiary 
to be necessary or desirable. 

(d) Trustor’s principal place of business is in the State of Arizona at 400 
North 5‘h Street, Phoenix, Arizona 85004. Trustor does not do business under any trade 
name except as previously disclosed in writing to Beneficiary. Trustor will immediately 
notify Beneficiary in writing of any change in its place of business or the adoption or 
change of any trade name or fictitious business name, and will upon request of 
Beneficiary, execute any additional financing statements or other certificates necessary to 
reflect the adoption or change in trade name or fictitious business name. 
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(e) Trustor shall immediately notify Beneficiary of any claim against the 
Personal Property adverse to the interest of Beneficiary therein. 

3.03 Use of Personal Property by Trustor. Until the occurrence of an Event of Default 
hereunder or under any other Financing Document, Trustor may have possession of the Personal 
Property and use it in any lawful manner not inconsistent with this Deed of Trust and not 
inconsistent with any policy of insurance thereon. 

3.04 Remedies Upon an Event of Default. 

(a) In addition to the remedies provided in Section 4.02 hereof, upon the 
occurrence of an Event of Default hereunder, Beneficiary may do any one or more of the 
following: 

(i) Either personally, or by means of a court appointed receiver, take 
possession of all or any of the Personal Property and exclude therefrom Trustor 
and all others claiming under Trustor, and thereafter hold, store, use, operate, 
manage, maintain and control, make repairs, replacements, alterations, additions 
and improvements to and exercise all rights and powers of Trustor with respect to 
the Personal Property or any part thereof. In the event Beneficiary demands, or 
attempts to take possession of the Personal Property in the exercise of any rights 
under this Deed of Trust, Trustor agrees to promptly turn over and deliver 
possession thereof to Beneficiary; 

(ii) Without notice to or demand upon Trustor, make such payments 
and do such acts as Beneficiary may deem necessary to protect its security interest 
in the Personal Property (including, without limitation, paying, purchasing, 
contesting or compromising any Lien or Encumbrance, whether superior or 
inferior to such security interest) and in exercising any such powers or authority 
to pay all expenses (including, without limitation, litigation costs and reasonable 
attorney’s fees) incurred in connection therewith; 

(iii) Require Trustor from time to time to assemble the Personal 
Property, or any portion thereof, at a place designated by Beneficiary and 
reasonably convenient to both parties, and deliver promptly such Personal 
Property to Beneficiary, or an agent or representative designated by Beneficiary. 
Beneficiary, and its agents and representatives, shall have the right to enter upon 
any or all of Trustor’s premises and property to exercise Beneficiary’s rights 
hereunder; 

(iv) Realize upon the Personal Property or any part thereof as herein 
provided or in any manner permitted by law and exercise any and all of the other 
rights and remedies conferred upon Beneficiary by this Deed of Trust, any other 
Financing Document, or by law, either concurrently or in such order as 
Beneficiary may determine; 
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(v) Sell or cause to be sold in such order as Beneficiary may 
determine, as a whole or in such parcels as Beneficiary may determine, the 
Personal Property and the remainder of the Trust Estate; 

(vi) Sell, lease, or otherwise dispose of the Personal Property at public 
sale, upon terms and in such manner as Beneficiary may determine. Beneficiary 
may be a purchaser at any sale; and 

(vii) Exercise any remedies of a secured party under the Uniform 
Commercial Code of Arizona or any other applicable law. 

(b) Unless the Personal Property is perishable or threatens to decline speedily 
in value or is of a type customarily sold on a recognized market, Beneficiary shall give 
Trustor at least five ( 5 )  days’ prior written notice of the time and place of any public sale 
of the Personal Property or other intended disposition thereof to be made. Such notice 
may be mailed to Trustor at the address set forth in Section 5.05, 

(c) The proceeds of any sale under Section 3.04(a)(iv) shall be applied, unless 
otherwise directed by statute, as provided in Clause 7 of the Agency and Disbursement 
Agreement. Beneficiary shall have the right to enforce one or more remedies hereunder, 
successively or concurrently, and such action shall not operate to estop or prevent 
Beneficiary from pursuing any further remedy that it may have. Any repossession or 
retaking or sale of the Personal Property pursuant to the terms hereof shall not operate to 
release Trustor until full payment of any deficiency has been made in cash. 

3.05 Security Agreement. This Deed of Trust constitutes and shall be deemed to be a 
“security agreement” for all purposes of the Uniform Commercial Code of Arizona and 
Beneficiary shall be entitled to all the rights and remedies of a “secured party” under such 
Uniform Commercial Code of Arizona. 

3.06 Fixture Filing. Upon its recording in the real property records, this Deed of Trust 
shall be effective as a financing statement filed as a fixture filing. In addition, a carbon, 
photographic or other reproduced copy of this Deed of Trust andor any financing statement 
relating hereto shall be sufficient for filing andor recording as a financing statement. The filing 
of any other financing statement relating to any personal property, rights or interests described 
herein shall not be construed to diminish any right or priority hereunder. 

ARTICLE IV 
REMEDIES UPON DEFAULT 

4.01 Events of Default. An Event of Default under the Loan Agreement shall be an 
Event of Default hereunder. 

4.02 Acceleration Upon Default; Additional Remedies. Upon the occurrence of an 
Event of Default, Beneficiary may declare all or m y  part of the Obligations immediately due and 
payable without any presentment, demand, protest or notice of any kind. Beneficiary may, in 
addition to the exercise of any or all of the remedies specified in Section 3.04: 
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(a) Either in person or by agent, with or without bringing any action or 
proceeding, or by a receiver appointed by a court and without regard to the adequacy of 
its security, enter upon and take possession of the Trust Estate, or any part thereof, in its 
own name or in the name of Trustee, and do any acts that it deems necessary or desirable 
to preserve the value, marketability or rentability of the Trust Estate, or any part thereof 
or interest therein, increase the income therefrom or protect the security hereof and, with 
or without taking possession of the Trust Estate, sue for or otherwise collect the Rents, or 
any part thereof, including, without limitation, those past due and unpaid, and apply the 
same, less costs and expenses of operation and collection (including, without limitation, 
attorneys’ fees) upon the Obligations, all in such order as Beneficiary may determine. 
The entering upon and taking possession of the Trust Estate, the collection of such Rents 
and the application thereof as aforesaid, shall not cure or waive any default or notice of 
default hereunder or invalidate any act done in response to such default or pursuant to 
such notice of default and, notwithstanding the continuance in possession of all or any 
portion of the Trust Estate or the collection, receipt and application of Rents, Trustee or 
Beneficiary shall be entitled to exercise every right provided for in any of the Financing 
Documents or by law upon occurrence of any Event of Default, including, without 
limitation, the right to exercise the power of sale; 

I 

(b) Commence an action to foreclose the lien of this Deed of Trust as a 
mortgage, appoint a receiver, or specifically enforce any of the covenants hereoc 

(c) Exercise of the power of sale herein contained and deliver to Trustee a 
written statement of breach, notice of default and election to cause Trustor’s interest in 
the Trust Estate to be sold; or 

(d) Exercise all other rights and remedies provided herein, in any Financing 
Document or other document or agreement now or hereafter securing or guarantying all 
or any portion of the Obligations, or by law, including, without limitation, the rights and 
remedies provided in A.R.S. Section 33-702.B. 

4.03 Exercise of Power of Sale. If Beneficiary elects to exercise the power of sale 
herein contained, Beneficiary shall notify Trustee and shall deposit with Trustee this Deed of 
Trust and the Notes and such receipts and evidence of expenditures made and secured hereby as 
Trustee may require. 

(a) Upon receipt of such statement and notice from Beneficiary, Trustee shall 
cause to be recorded, published and delivered to Trustor such Notice of Sale as then 
required by law. Trustee shall, without demand on Trustor, after lapse of such time as 
may then be required by law and after recordation of such Notice of Sale and Notice of 
Sale having been given as required by law, sell the Trust Estate at the time and place of 
sale fixed by it in said Notice of Sale, either as a whole, or in separate lots or parcels or 
items as Trustee shall deem expedient, and in such order as it may determine, at public 
auction to the highest bidder for cash in lawhl money of the United States payable at the 
time of sale. Trustee shall deliver to such purchaser or purchasers thereof its good and 
sufficient deed or deeds conveying the property so sold, but without any covenant or 
warranty, express or implied. The recitals in such deed of any matters or facts shall be 
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conclusive proof of the truthfulness thereof. Any person, including, without limitation, 
Trustor, Trustee or Beneficiary, may purchase at such sale and Trustor hereby covenants 
to warrant and defend the title of such purchaser or purchasers. 

(b) After deducting all costs, fees and expenses of Trustee and of this Trust, 
including, without limitation, Trustee’s fees and reasonable attorneys’ fees, and costs of 
evidence of title in connection with sale, Trustee shall apply the proceeds of sale, unless 
otherwise directed by statute, in accordance with Clause 7 of the Agency and 
Disbursement Agreement. 

(c) Subject to A.R.S. Section 33-810.B, Trustee may postpone sale of all or 
any portion of the Trust Estate by public announcement at such time and place of sale, 
and fi-om time to time thereafter may postpone such sale by public announcement or 
subsequently noticed sale, and without further notice make such sale at the time fixed by 
the last postponement, or may, in it discretion, give a new notice of sale. 

4.04 Personal Property. It is the express understanding and intent of the parties that as 
to any personal property interests subject to Chapter 9 of the Uniform Commercial Code of 
Arizona, Beneficiary, upon an Event of Default, may proceed under such Uniform Commercial 
Code of Arizona or may proceed as to both real and personal property interests in accordance 
with the provisions of this Deed of Trust and its rights and remedies in respect to real property, 
as specifically permitted under A.R.S. Section 47-9604.A, and treat both real and personal 
property interests as one parcel or package of security. 

4.05 ADpointment of Receiver. Upon the occurrence of an Event of Default, 
Beneficiary, as a matter of right and without notice to Trustor or any one claiming under Trustor, 
and without regard to the then value of the Trust Estate or the interest of Trustor therein, shall 
have the right to apply to any court having jurisdiction to appoint a receiver or receivers of the 
Trust Estate, and Trustor hereby irrevocably consents to such appointment and waives notice of 
any application therefor. Any such receiver or receivers shall have all the usual powers and 
duties of receivers in like or similar cases and all the powers and duties of Beneficiary in case of 
entry as provided herein and shall continue as such and exercise all such powers until the later of 
the date of confirmation of sale of the Trust Estate or the date of expiration of any redemption 
period unless such receivership is sooner terminated. 

4.06 Remedies Not Exclusive. Trustee and Beneficiary, and each of them, shall be 
entitled to enforce payment and performance of any and all of the Obligations and to exercise all 
rights and powers under the Financing Documents and under the law now or hereafter in effect, 
notwithstanding some or all of the Obligations may now or hereafter be otherwise secured or 
guaranteed. Neither the acceptance of this Deed of Trust nor its enforcement, whether by court 
action or pursuant to the power of sale or other rights herein contained, shall prejudice or in.any 
manner affect Trustee’s or Beneficiary’s right to realize upon or enforce any other security or 
guaranty now or hereafter held by Trustee or Beneficiary, it being agreed that Trustee and 
Beneficiary, and each of them shall be entitled to enforce this Deed of Trust and any other 
security or any guaranty now or hereafter held by Beneficiary or Trustee in such order and 
manner as they or either of them may in their absolute discretion determine. No remedy herein 
conferred upon or reserved to Trustee or Beneficiary is intended to be exclusive of any other 
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remedy herein or by law provided or permitted, but each shall be cumulative and shall be in 
addition to every other remedy given hereunder or now or hereafter existing under the law. 
Every power or remedy given by any of the Financing Documents or by law to Trustee or 
Beneficiary or to which either of them may be otherwise entitled, may be exercised, concurrently 
or independently, from time to time and as often as may be deemed expedient by Trustee or 
Beneficiary and, to the extent permitted by law, either of them may pursue inconsistent remedies. 

4.07 Request for Notice. Trustor hereby requests a copy of any notice of default and 
that any notice of sale hereunder be mailed to it at the address set forth in Section 5.05. 

ARTICLE V 
MISCELLANEOUS 

5.01 Change, Discharge. Termination, or Waiver. No provision of this Deed of Trust 
may be changed, discharged, terminated, or waived except in a writing signed by the party 
against whom enforcement of the change, discharge, termination, or waiver is sought. No failure 
on the part of Beneficiary to exercise and no delay by Beneficiary in exercising any right or 
remedy under the Financing Documents or under the law shall operate as a waiver thereof. 

5.02 Trustor Waiver of Rights. Trustor waives, to the extent permitted by law, (a) the 
benefit of all laws now existing or that may hereafter be enacted providing for any appraisement 
before sale of any portion of the Trust Estate, and (b) all rights of redemption, valuation, 
appraisement, stay of execution, notice of election to mature or declare due the Obligations and 
marshaling in the event of foreclosure of the liens hereby created, and (c) all rights and remedies 
that Trustor may have or be able to assert by reason of the laws of the State of Arizona pertaining 
to the rights and remedies of sureties including, without limitation, A.R.S. Sections 12-1641 
through 12-1646, and Arizona Rules of Civil Procedure 17(f). 

5.03 Statements by Trustor. Trustor shall, within ten (10) days after written notice 
thereof from Beneficiary, deliver to Beneficiary a written statement stating the unpaid principal 
of and interest on the Notes and any other amounts secured by this Deed of Trust and stating 
whether any offset or defense exists against such principal and interest or such other amounts. 

5.04 Reconvevance by Trustee. Upon written request of Beneficiary stating that all 
Obligations have been satisfied in full, and upon surrender of this Deed of Trust and the Notes to 
Trustee for cancellation and retention and upon payment by Trustor of Trustee’s fees, Trustee 
shall reconvey to Trustor, or to the person or persons legally entitled thereto, without warranty, 
any portion of the Trust Estate then held hereunder. The recitals in such reconveyance of any 
matters or facts shall be conclusive proof of the truthfulness thereof. The grantee in any 
reconveyance may be described as “the person or persons legally entitled thereto.” 

5.05 Notices. All notices, requests and demands to be made hereunder to the parties 
hereto shall be in writing and shall be delivered by hand or sent by registered or certified mail, 
return receipt requested, through the United States Postal Service to the addresses shown below 
or such other address which the parties may provide to one another in accordance herewith. 
Such notices, requests and demands, if sent by mail, shall be deemed given two (2) days after 
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deposit in the United States mail, and if delivered by hand, shall be deemed given when 
delivered. 

To Beneficiary: Pinnacle West Energy Corporation 
400 North 5‘h Street 
Phoenix, Arizona 85004 
Attention: Warren Kotzmann, V. P., Finance and Corporate 
Services 
Mail Station 9988 

To Trustor: Arizona Public Service Company 
400 North 5‘h Street 
Phoenix, Arizona 85004 
Attention: Don Robinson, V.P., Finance and Planning 
Mail Station 9909 

5.06 Acceptance by Trustee. Trustee accepts this Trust when this Deed of Trust, duly 
executed and acknowledged, is made a public record as provided by law. 

5.07 Captions and References. The headings at the beginning of each section of this 
Deed of Trust are solely for convenience and are not part of this Deed of Trust. Unless 
otherwise indicated, each reference in this Deed of Trust to a section or an exhibit is a reference 
to the respective section herein or exhibit hereto. I 

5.08 Invalidity of Certain Provisions. If any provision of this Deed of Trust is 
unenforceable, the enforceability of the other provisions shall not be affected and they shall 
remain in full force and effect. If the lien of this Deed of Trust is invalid or unenforceable as to 
any part of the debt, or if the lien is invalid or unenforceable as to any part of the Trust Estate, 
the unsecured or partially secured portion of the debt shall be completely paid prior to the 
payment of the remaining and secured or partially secured portion of the debt, and all payments 
made on the debt, whether voluntary or under foreclosure or other enforcement action or 
procedure, shall be considered to have been first paid on and applied to the full payment of that 
portion of the debt which is not secured or fully secured by the lien of this Deed of Trust. 

5.09 Subrogation. To the extent that proceeds of the Notes are used to pay any 
outstanding lien, charge or prior encumbrance against the Trust Estate, such proceeds have been 
or will be advanced by Beneficiary at Trustor’s request and Beneficiary shall be subrogated to 
any and all rights and liens held by any owner or holder of such outstanding liens, charges and 
prior encumbrances, irrespective of whether said liens, charges or encumbrances are released. 

5.10 Attorneys’ Fees. If any or all of the Obligations are not paid when due or if an 
Event of Default occurs, Trustor agrees to pay all costs of enforcement and collection and 
preparation therefore (including, without limitation, reasonable attorney’s fees) whether or not 
any action or proceeding is brought (including, without limitation, all such costs incurred in 
connection with any bankruptcy, receivership, or other court proceedings (whether at the trial or 
appellate level)), together with interest therein from the date of demand at the Default Rate. 
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5.1 1 Governing Law. THIS DEED OF TRUST SHALL BE GOVERNED BY AND 
CONSTRUED IN ACCORDANCE WITH THE LAWS OF THE STATE OF ARIZONA. 

5.12 Joint and Several Obligations. If this Deed of Trust is signed by more than one 
party as Trustor, all obligations of Trustor herein shall be the joint and several obligations of 
each party executing this Deed of Trust as Trustor. 

5.13 Number and Gender. In this Deed of Trust the singular shall include the plural 
and the masculine shall include the feminine and neuter gender and vice versa, if the context so 
requires. 

5.14 No Merper of Lease. If both the lessor’s and lessee’s estate under any lease or 
any portion thereof which constitutes a part of the Trust Estate shall at any time become vested 
in one owner, this Deed of Trust and the lien created hereby shall not be destroyed or terminated 
by application of the doctrine of merger unless Beneficiary so elects as evidenced by recording a 
written declaration executed by Beneficiary so stating, and, unless and until Beneficiary so 
elects, Beneficiary shall continue to have and enjoy all of the rights and privileges of Beneficiary 
as to the separate estates. In addition, upon the foreclosure of the lien created by this Deed of 
Trust on the Trust Estate pursuant to the provisions hereof, any leases or subleases then existing 
and affecting all or any portion of the Trust Estate shall not be destroyed or terminated by 
application of the law of merger or as a matter of law or as a result of such foreclosure unless 
Beneficiary or any purchaser at such foreclosure sale shall so elect. No act by or on behalf of 
Beneficiary or any such purchaser shall constitute a termination of any lease or sublease unless 
Beneficiary or such purchaser shall give written notice thereof to such tenant or subtenant. 

5.15 Status of Title. Trustor represents and warrants that it is the lawful owner of the 
Trust Estate free and clear of all Liens and Encumbrances and holds a fee simple estate in the 
Premises and Improvements, subject only to the Permitted Exceptions and that Trustor has full 
right, power and authority to convey and mortgage the same and to execute this Deed of Trust. 

5.16 Internation. The Financing Documents contain the complete understanding and 
agreement of Trustor and Beneficiary and supersede all prior representations, warranties, 
agreements, arrangements, understandings, and negotiations. 

5.17 Binding Effect. The Financing Documents will be binding upon, and inure to the 
benefit of, Trustor, Trustee and Beneficiary and their respective successors and assigns. Trustor 
may not delegate its obligations under the Financing Documents. 

5.18 Time of the Essence. Time is of the essence with regard to the each provision of 
the Financing Documents as to which time is a factor. 

5.19 Survival. The representations, warranties, and covenants of the Trustor and the 
Financing Documents shall survive the execution and delivery of the Financing Documents. 



IN WITNESS WHEREOF, Trustor has executed this Deed of Trust as of the day and 
year first above written. 

I278013 

PINNACLE WEST ENERGY CORPORATION, an 
Anzona corporation 

Name: Warren 
Title: Vice Corporate Services 

“Trustor” 
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STATE OF ARIZONA ) 

County of Maricopa ) 
) ss. 

The foregoing instrument was acknowledged before me this % day of December, 
2002, by Warren Kotzmann, the Vice President, Finance and Corporate Services of PINNACLE 
WEST ENERGY CORPORATION, An Anzona corporation, on behalf o 

My commission expires: 



EXHIBIT A 

Parcel 1 - Unit 4 

A parcel of land being located in the Southeast quarter of Section 9, Township 1 North, Range 2 
East of the Gila and Salt River Base and Meridian, Maricopa County, Arizona. Said parcel being 
more particularly described as Parcel 1, Unit 4 and 

COMMENCING at the South quarter comer of said section; 

Thence, North 00" 18' 01" West along the West line of the Southeast quarter of Section 9, 
Township 1 North, Range 2 East, a distance of 1,486.38 feet; 

Thence North 89" 17' 24" East a distance of 40 feet to the TRUE POINT OF BEGINNING of the 
parcel herein described; 

Thence, continuing Northeast along the same bearing a distance of 3 17.26 feet, along the North 
line of said parcel; 

Thence South 01" 11' 27' East a distance of 99.08 feet; 

Thence North 89" 17' 24" East a distance of 49.43 feet; 

Thence South 00' 42' 36' East a distance of 100.14 feet; 

Thence North 89" 17' 24" East a distance of 43.34 feet; 

Thence South 00" 42' 36" East a distance of 105.96 feet; 

Thence South 89" 20' 44" West along the South line of the parcel herein described, a distance of 
412.99 feet; 
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Thence North 00" 18' 01" West along the West line of said parcel, a distance of 300.78 feet to the 
TRUE POINT OF BEGINNING of the parcel herein described, said parcel containing 2.543 
acres more or less. 



Parcel 2 - Unit 5 

A parcel of land located in the Southeast quarter of Section 9, Township 1 North, Range 2 East 
of the Gila and Salt River Base and Meridian, Maricopa County, Arizona. Said parcel being 
more particularly described as Parcel 2, Unit 5 and 

COMMENCING at the East quarter corner of said section; 

Thence, South 89" 21' 48" West along the North line of the Southeast quarter of Section 9, 
Township 1 North, Range 2 East, a distance of 2,622.28 feet; 

Thence South 00" 18' 01" East along the West line of the Southeast quarter of said section, a 
distance of 94.82 feet; 

Thence North 89" 17' 24" East a distance of 30 feet to the TRUE POINT OF BEGINNING of the 
parcel herein described; 

Thence, continuing Northeast along the same bearing a distance of 1,040.41 feet along the North 
line of said parcel; 

Thence, South 45" 00' 00" East a distance of 85.85 feet; 

Thence, South 00" 42' 36" East a distance of 88.39 feet; 

Thence South 89" 17" 24" West a distance of 481.33 feet; 

Thence South a distance of 293.07 feet; 

Thence South 89" 17' 24" West a distance of 61 8.57 feet; 

Thence North 00" 18' 01" West a distance of 442.90 feet to the TRUE POINT OF BEGINNING 
of the parcel herein described, said parcel containing 7.9 1 1 acres more or less. 
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Parcel 3 - Water Containment Area 

A parcel of land located in the Southwest quarter of Section 9, Township 1 North, Range 2 East 
of the Gila and Salt River Base and Meridian, Maricopa County, Arizona. Said parcel being 
more particularly described as Parcel 3, Water Containment Area and 

COMMENCING at the South quarter corner of said section; 

Thence, North 00" 18' 01" West along the East line of the Southwest quarter of Section 9, 
Township 1 North, Range 2 East, a distance of 1,28 1.67 feet; 

Thence, South 89" 17' 36" West a distance of 40 feet to the TRUE POINT OF BEGINNING of 
the parcel herein described; 

Thence, continuing Southwest along the same bearing a distance of 629.09 feet along the South 
line of the parcel herein described; 

Thence North 00" 13' 26" West along the West line of the parcel herein described, a distance of 
1,123.64 feet; 

Thence North 89" 2 1 48" East a distance of 221.1 1 feet; 

Thence South 00" 36' 52" East a distance of 781.97 feet; 

Thence North 89" 17' 24" East a distance of 402.19 feet; 

Thence South 00" 18' 01" East a distance of 341.39 feet to the TRUE POINT OF BEGINNING 
of the parcel herein described, said parcel containing 8.946 acres more of less. 
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Parcel 4 - Temporary Generator Area 

A parcel of land located in the Southeast quarter of Section 9, Township 1 North, Range 2 East 
of the Gila and Salt River Base and Meridian, Maricopa County, Arizona. Said parcel being 
more particularly described as Parcel 4, Temporary Generator Area, and 

COMMENCING at the Southeast comer of said section; 

Thence, North 00" 03' 22" East along the East line of Section 9, Township 1 North, Range 2 East 
a distance of 1,359.93 feet; 

Thence, South 89" 21' 48" West a distance of 40 feet to the TRUE POINT OF BEGINNING of 
the parcel herein described; 

Thence, continuing Southwest along the same bearing a distance of 302.93 feet, along the South 
line of the parcel herein described; 

Thence, North 00" 03' 22" East along the West line of said parcel, a distance of 669.00 feet; 

Thence North 89" 21' 48" East along the North line of said parcel, a distance of 302.93 feet; 

Thence South 00" 03' 22" West along the East line of said parcel, a distance of 669.00 feet to the 
TRUE POINT OF BEGINNING of the parcel herein described, said parcel containing 4.652 
acres more or less. 
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EXHIBIT B 

DESCRIPTION OF PERSONAL PROPERTY 

(a) All personal property, (including, without limitation, all goods, supplies, 
equipment, furniture, furnishings, fixtures, machinery, and inventory) in which Trustor now or 
hereafter acquires an interest or right, which is now or hereafter located on or affixed to the 
Premises or the Improvements, together with all books, records, leases and other agreements, 
documents, and instruments of whatever kind or character, relating to the Premises, 
Improvements, or such personal property; 

(b) All fees, income, rents, issues, profits, earnings, receipts, royalties, and revenues 
which, after the date hereof and while any portion of the Obligations remains unpaid or 
unperformed, may accrue from the personal property referenced in ParaaaDh (a) above, or any 
part thereof or from the Premises, the Improvements or any other part of the Trust Estate, or 
which may be received or receivable by Trustor from any hiring, using, letting, leasing, 
subhiring, subletting, subleasing, occupancy, operation, or use thereof; 

(c) All of Trustor’s present and future rights to receive payments of money, services, 
or property, relating to the Premises, the Improvements, or the personal property described in 
Paraaaph (a) above including, without limitation, rights to all deposits from tenants of the 
Premises or Improvements, accounts and other accounts receivable, deposit accounts, chattel 
paper, notes, drafts, contract rights, instruments, general intangibles, and principal, interest and 
payments due on account of goods sold or leased, services rendered, loans made or credit 
extended, together with title to or interest in all agreements, documents, and instruments, 
evidencing, securing or guarantying the same; 

(d) All other intangible property and rights relating to the Premises, the 
Improvements, the personal property described in Paraaaph (a) above or the operation, 
occupancy, or use thereof, including, without limitation, all governmental and non-governmental 
permits, licenses, and approvals relating to construction on or operation, occupancy, or use of the 
Premises or Improvements, all names under or by which the Premises or Improvements may at 
any time be operated or known, all rights to carry on business under any such names, or any 
variant thereof, all trade names and trademarks relating in any way to the Premises or the 
Improvements, and all good will in any way relating to the Premises or the Improvements; 

(e) Trustor’s rights under all insurance policies covering the Premises, the 
Improvements, the Personal Property, and the other parts of the Trust Estate and any and all 
proceeds, loss payments, and premium refunds payable regarding the same; 
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(0 All water stock relating to the Premises; 

(9) All causes of action, claims, compensation, and recoveries for any damage to, 
destruction of, or condemnation or taking of the Premises, the Improvements, the Personal 
Property, or any other part of the Trust Estate, or for any conveyance in lieu thereof, whether 
direct or consequential, or for any damage or injury to the Premises, the Improvements, the 
Personal Property, or any other part of the Trust Estate, or for any loss or diminution in value of 
the Premises, the Improvements, the Personal Property, or any other part of the Trust Estate; 

(h) All architectural, structural, mechanical, and engineering plans and specifications 
prepared for construction of Improvements or extraction of minerals or gravel from the Premises 
and all studies, data, and drawings related thereto; and also all contracts and agreements of the 
Trustor relating to the aforesaid plans and specifications or to the aforesaid studies, data, and 
drawings or to the construction of Improvements on or extraction of minerals or gravel from the 
Premises; 

(0  All proceeds from sale or disposition of any of the aforesaid collateral; and 

0) All Trustor’s rights in proceeds of the loan evidenced by the Note. 

(k) As used in this Exhibit B the terms “Premises”,  improvement^'^, and “Personal 
Property” shall have the meanings set forth in the Deed of Trust to which this Exhibit B is 
attached. 
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EXHIBIT C 

“Permitted Exceptions” means the following: 

1. Sale, transfer, or other disposition of any Personal Property that is 
consumed or worn out in ordinary usage and that is promptly replaced with similar items of 
equal or greater value. 

2. Any purchase, sale, transportation, exchange, option, or similar transaction 
in the ordinary course of Trustor’s business with respect to hei,  electricity andor capacity, 
including, but not limited to, system, plant or unit contingent transactions or system, plant or unit 
specific tolling agreements (collectively, the “Transactions”), and the assignment of such 
Transactions to or from the Trustor. 

3. Liens and Encumbrances being contested in accordance with Section 1.17 
of the Deed of Trust. 

4. Impositions being contested in accordance with Section 1.07(d) of this 
Deed of Trust. 

5.  
recording of this Deed of Trust. 

Items recorded in the Official records of the county prior to the date of 
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REBUTTAL TESTIMONY OF JACK E. DAVIS 

(DOC ket No. E-01 345A-02-O~O7) 
ON BEHALF OF ARIZONA P u B m  SERVICE CONIPANY 

INTRODUCTION 

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION. 

My name is Jack E. Davis. My business address is 400 North Fifth Street, 

Phoenix, Arizona 85072. I am President and Chief Executive Officer for 

Arizona Public Service Company (“APS” or “Company”). I am also a President 

of Pinnacle West Capital Corporation (“PWCC”). 

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL 
BACKGROUND? 

My resume is attached as Appendix A to this testimony. 

DID YOU PREVIOUSLY SUBMIT WRITTEN TESTIMONY IN THIS 
FINANCING PROCEEDING? 

No. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 
PROCEEDING? 

I very much agree with Utilities Division Staff (“Staff”) witness John S. 

Thornton, Jr., and Residential Utility Consumer Office (“RUCO”) witness Mary 

Lee Diaz-Cortez that granting the Application is in the public interest. I will 

support that conclusion by reminding the Arizona Corporation Commission 

(“Commission”) of the origins of Pinnacle West Energy Corporation (“PWEC”) 

and its intended relationship with Arizona Public Service Company (‘‘APV or 

“Company”). I also will defend the financing plan used to pay for PWEC’s 

construction program from the ~ ~ § ~ ~ ~ o ~ ~ d  claims of Panda Gila River, L.P. 

(“‘PanddTECB”) witness Susan Abbott. Finally, I wish to discuss the existing 
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regulatory insulation of APS from potential affiliate abuse and explain the Aps I 

position with regard to the Staff‘s proposed dividend limitation. Such a I 
1 

limitation is one of the conditions Staff has requested that the Commission adopt 

in its approval of the Company’s Application. 

11. SUMMARY 

Q. 
A. 

COULD YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

In evaluating the public interest criteria discussed by both Mr. Thornton and 

APS witness Barbara M. Gomez, as well as other witnesses, the Commission 

must consider all of the benefits realized as a result of granting the Application 

rather than getting hung up on parsing the various specific terms used in Title 

40, Arizona Revised Statutes. And it cannot be forgotten that PWEC was created 

as a direct result of, and would never have existed absent, the 1999 APS 

Settlement and the Commission’s Electric Competition Rules. Its two primary 

purposes were to receive the APS generation units divested pursuant to that 

Settlement and to construct new generation for APS customers so that these 

customers would not be wholly dependent on the vagaries of the wholesale 

electric market for reliable and reasonably-priced generation. In this role, PWEC 

could also serve as a competitive check on that wholesale market to the long- 

term benefit of APS and its customers. 

I 

The financing plan that PWCC put together was intended to produce the lowest 

cost of constructing that generation consistent with the mandated divestiture date 

of December 3 1, 2002. That plan was reviewed and validated by independent 

rating agencies. It was working, and it would have continued to work had APS 

been allowed to divest its generation to PWEC as was originally agreed to by the 

Company and the Commission. 
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APS is subject to intense and overlapping affiliate regulation at both the state r I 
and federal level. That regulation provides significant and explicit “regulatory 

insulation” to APS. Indeed, the very existence of this proceeding is a prime 

example of that insulation-a fact that some of the witnesses and, unfortunately, 

some debt rating agency analysts, choose to ignore. 

The APS Board of Directors is charged with setting the dividend policies of the 

Company. As one of those Directors, I can tell you that we take that 

responsibility seriously and would not agree to Staffs proposed dividend 

limitation unless we believed it in the interests of both APS and PWCC under 

the special and unique circumstances of this case. As proposed by Staff, and 

with the clarification suggested by Ms. Barbara Gomez in her Rebuttal 

Testimony, it is a condition to the approval of our Application that is acceptable. 

III. BENEFITS FROM GRANTING THE AF’PLICATION 

Q, PANDA/TECQ WITNESS ABBOTT URGES THE COMMISSION TO 
DENY THE APPLICATION. WOULD YOU SUMMARIZE THE 
REASONS SUCH DENIAL WOULD BE INAPPROPRIATE? 

A. Yes. Granting the Application, even subject to Staffs conditions, has at least 

eight distinct benefits for APS and its customers. The proposed financing would: 

0 Avoid a downgrade of APS debt ratings 

0 Avoid corresponding increases in the APS cost of capital 

0 Strengthen wholesale competition by maintaining PWEC 
as a viable competitor in the upcoming Track B 
solicitation 

* Preserve the Commission’s ability to consider rate base 
treatment of the PWEC assets in the 2003-2004 rate case 

a Strengthen investor and rating agency confidence in the 
Commission 
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IV. 

Q* 

A. 

e Continue a responsive and responsible regulatory 
environment 

e Preserve the current Track B solicitation process 

0 Result in settlement of most of the issues in the Track A 
legal appeals 

HAVE YOU ATTEMPTED TO MATCH THESE BENEFITS TO THE 
SPECIFIC LANGUAGE IN THE STATUTES AND REGULATIONS 
CITED BY MR. THORNTON AND MS. GOMEZ? 

No. I will leave that to the lawyers and these other expert witnesses. To me, all 

of these criteria are rolled into the public interest standard. Each of the above 

benefits is clearly in the public interest, and perhaps of more specific concern, in 

the interest of APS customers. Just as obviously, obtaining all eight of these 

benefits is all the more beneficial to APS and its customers. 

ORIGIN, PURPOSE AND FINANCING OF PWEC 

WHY IS PWEC DIFFERENT FROM OTHER MERCHANT 
GENERATING ENTITIES IN ARIZONA? 

Unlike Ms. Gornez, I was, in part, responsible for PWEC’s creation. And unlike 

any merchant generator in Arizona (or anywhere else, for that matter), PWEC 

owed its existence to a Settlement Agreement between APS and the 

Commission itself. No entity other than PWEC had the right, or even the 

expectation, of acquiring the Company’s generation by December 3 1, 2002. No 

merchant generator built its entire business upon the notion that it had a 

responsibility to plan for and subsequently serve APS customers prior to seeking 

markets elsewhere. 

This was no hypothetical duty. PWEG, and only PWEC, constructed new 

generation within Metro-Phoenix to help provide the local generation needed to 
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Q* 
A. 

reliably senre the great majority of the Company’s customers. Only PiVEC 

moved quickly to bring in temporary generation during the critical simmer 

months of 2001-an action costing PWEC many millions of dollars and for 

which APS customers were asked to pay nothing. And I personally vetoed a 

proposal to sell forward the output of PWEC’s plants to California during the 

2001 “buying spree” by the California Department of Water Resources. We thus 

forewent a potential long-term above-cost contract that might have given PWEC 

the basis for independent financing. 

COULD NOT PWEC SIMPLY CONTINUE AS AN INDEPENDENT 
MERCHANT ENTITY? 

Absent the requested financing, it may not continue at all. And PWEC was 

never envisioned as or structured to be a start-up merchant venture. That is why 

the present intent is to fold the Arizona part of PWEC back into APS, PWEC’s 

very limited Nevada project (Silverhawk) could continue on with the strong 

partnering of the Southern Nevada Water Authority. Silverhawk also has 

transmission access to Phoenix and could participate in competitive power 

procurements by any of the Arizona utilities, including APS. 

WHY WAS PWEC’S CONSTRUCTION FINANCED BY PWCC? 

You have to remember that APS was going out of the generation business after 

the 1999 Settlement, regardless of whether the Electric Competition Rules 

survived their ongoing legal challenge by the state’s electric cooperatives and 

certain consumer groups. It would not have made sense to finance generation at 

APS. Indeed, I am sure that some would have contended that any costs incurred 

to thereafter transfer such new generation to PWEC were imprudent. And given 

the Company’s existing Code of Conduct, which barred it from participating in 
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Q. 

A. 

competitive electric activities, including generation, even prior to the scheduled 

December 3 1, 2002 divestiture, we would have had to seek some manner of 

variance to do so in any event. 

The only other entity in the Pinnacle West group having significant financing 

capacity was PWCC. Although PWCC has few tangible assets, it had steady 

cash flows from APS and SunCor Development Company (“SunCor”), as  well 

as a successful Marketing and Trading (,‘M&T”) division. Rating agencies, as 

well as debt and equity analysts, were willing to accept high levels of PWCC 

debt for the short term because of the promise that the debt would eventually be 

unified at an operating subsidiary (then envisioned as PWEC) having both the 

assets and associated debt of APS’ generation. That was to happen by year-end 

2002 at the latest, and thus it is no mere coincidence that most of PWCC’s 

bridge debt comes due in 2003. 

WHY DIDN’Y PWEC USE PROJECT FINANCING TO SUPPORT 
NEW CONSTRUCTION? 

The better question is why use such financing if it will be more expensive, less 

flexible and unnecessary. Although project financing may have been available 

to PWEC without a PWCC guarantee and even without a long-term agreement, 

the cost compared with using the Bridge Debt would have been high, and this 

higher cost could have hurt APS consumers since they were the primary 

intended beneficiaries of PWEC’s construction. And I am sure the banks would 

have had something quite negative to say about the decision not to sell 

PWEC’s output to California in 2001. I know they also would not be waiting to 

see what the Commission was going to do about rate-basing the PWEC assets 

in the next APS rate case, We would be under tremendous pressure to the sell 
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Q- 

A. 

Q. 

A. 

these assets’ output, if not the PWEC assets themselvcs, today regardless of 

whether such sales were in the best interest of APS customers. 

WAS THE PWCC FINANCING OF THE PWEC ASSETS 
SUCCESSFUL? 

Yes. PWCC borrowed some three-quarters of a billion dollars with the 

understanding that the bulk of this would be refinanced at the operating 

subsidiary level in 2003. After all, at the time, PWEC had an investment grade 

rating that it could use post-divestiture. And PWEC fully anticipated being able 

to fulfill both its financial and operational role in supporting the unified 

generation of APS and PWEC, both of which sets of generation were built to 

serve APS customers. 

DIDN’T THE DETERIORATION OF THE FINANCIAL MARKETS FOR 
GENERATION IN 2002 HAVE MORE TO DO WITH PWCC AND 
PWEC’S DILEMMA THAN THE ABSENCE OF DIVESTITURE? 

It was certainly a significant factor for PWCC, and I don’t mean to 

underestimate the importance of the present depressed financial market for 

electric generation in general. lf the credit markets had remained as they were in 

2000 and early to mid-2001, it  is possible (although by no means certain) that 

PWEC could have obtained refinancing for PWCC’s Bridge Debt even with the 

limited and undiversified group of generating assets left at PWEC by Decision 

No. 65154. This is especially true if the opportunity presented in 2001 to 

forward sell these PWEC facilities’ output to California had been seized upon 

without regard for the consequences to APS’ customers. But the financial 

markets did change, divestiture did not occur, and PWEC remained true to its 

original purpose-a decision for which I do not apologize, 



8 

9 

10 

11 

12 

13 , ’  

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Y. 

A. 

A. 

STAFF’S RECOMMENDATIONS STRESS THEIR BELIEF THAT 
“REGULATORY INSULATION” OF APS SHOULD BE 
STRENGTHENED. DOES THIS MEAN THAT SUCH INSULATION 
DOES NOT EXIST AT PRESENT? 

No. APS is subject to any number of restrictions that insulate the Company from 

the potential of affiliate abuse. The first, most obvious, and in the long run most 

effective insulation is this Commission’s power to disallow unreasonable or 

imprudent costs in setting APS retail rates. Second, the Commission has 

imposed a general set of affiliate rules on all utility holding company 

organizations above a certain minimal size. Unlike virtually all the other covered 

utilities, APS has never received a general waiver of such affiliate rules and just 

this December, received its first transaction-specific waiver unrelated to the 

1999 Settlement and the Electric Competition Rules. This waiver permitted APS 

to provide a back-up line of credit to PWCC. See Decision No. 65434 

(December 3, 2002). Third, APS has both state and federally-mandated codes of  

conduct covering inter-affiliate pricing and inter-affiliate accounting for electric 

service affiliates such as APS Energy Services, Inc., PWEC and M&T. The 

Commission has also approved Policies & Procedures to implement the state 

Code of Conduct. Fourth, the Federal Energy Regulatory Commission has 

Standards of Conduct governing specific functions at APS. And this 

Commission is presently considering both an expanded state Code of Conduct 

filed in response to Decision No. 65 154 and a Staff recommendation in Track B 

for state Standards of Conduct governing competitive power solicitation. 

DOES THIS APPLICATION PROVIDE EVIDENCE THAT THESE 
EXISTING OW PROPOSED AFFILIATE RESTRICTIONS AND THE 
CORRESPONDING DEGREE OF “REGULATORY INSULATION” FOR 
APS ARE INADEQUATE? 

- 8 -  
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A. 

VI. 

Q* 

No, quite the contrary. It is bemuse of these various affiliate limitations that 

APS must come to this Commission and prove that a specific transaction or 

activity covered by the aforementioned restrictions is nonetheless compatible 

with the interests of APS and its customers. We proved this in Decision No. 

65434 and have done so again in this proceeding. APS also comes to this 

Application out of the truly unique circumstances of Decision No. 65 154, which 

recognized the changes in the wholesale electric market prompting, in turn, the 

Commission’s “change of course” regarding divestiture. These are the 

distinguishing facts that some rating agency analysts fail to grasp. They 

sometimes fall into the trap of believing that having rigid sets of “one size fits 

all” regulations and rules can substitute for the informed judgment of local 

utility regulators. 

Yet another practical example of ‘“regulatory insulation” is the “self-help” 

program initiated by PWCC to address the remaining portion of the Bridge Debt 

problem described in the Company’s Application and testimony, We recently 

issued YWCC common stock to the degree our financial people believed 

prudent. PWCC and PWEC are cutting and deferring expenses and capital 

outlays, such as the recent cancellation of Redhawk Units 3 and 4. Another non- 

APS affiliate, SunCor, is accelerating its sales of real estate to increase cash 

distributions to PWCC. We know that the $500 million loan covers only a part 

of the Bridge Debt and that much of this Debt will simply have to be repaid by 

PWCC rather than refinanced. 

THE STAFF’S PROPOSED DIVIDEND LIMITATION 

HAS APS AGREED TO THE STAFF’S PROPOSED DIVIDEND 
LIMITATION? 
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A. 

Q* 
A. 

A. 

A. 

Assuming the Application is otherwise granted subject to conditions no mole 

onerous than proposed by Staff, the answer is yes. 

WHY? 

The requested financing is a necessary step in what Ms. Gomez describes in her 

Direct testimony as “the Recovery Plan.” (See Direct Testimony of Barbara M. 

Gomez at page 13, et al.) APS is willing to accept Staffs proposal because we 

believe that providing the Commission this additional assurance of our good 

faith and resolve to act in the best interest of APS and its customers will allow 

the Application to be granted. 

In doing so, I must emphasize the critical importance of Staft3 corollary 

recommendation for an expedited waiver or variance process with regard to this 

condition, T also agree with Ms. Gomez about the need for precision in 

interpreting how this provision will be implemented in practice. APS dividend 

limitations will not be an easy sell with PWCC investors. And as I noted above, 

the $500 million loan will still leave PWCC with considerable debt. We will 

have to show potential investors that the limitation allows the Commission the 

discretion to waive or modify it under specific circumstances and that the 

limitation is based on solid, publicly available financial data, data which is well- 

understood by the market. 

DOES APS BELIEVE THAT THE COMMISSION CAN 
UNILATERALLY IMPOSE DIVIDEND LIMITATIONS ON APS? 

No. That is a power reserved to the Company’s Board of Directors subject to  

fiduciary obligations and legislative provisions. But there is no need to argue 

this point again. As we did back in 1991, when Staff also proposed a dividend 

limitation and litigation loomed, APS and Staff have come to a settlement on 
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this matter. This agreement, subject to the provisos described in response to the 

preceding question, allows this issue to become an interesting but moot point for 

the lawyers to debate. 

VII. CONCLUSION 

Q. 

A. 

DO YOU HAVE ANY CONCLUDING REMARKS? 

Yes. I join Ms. Gomez in appreciating the efforts of Staff and Intervenor RUCO, 

both of which recognized the need for favorable action on the Company’s 

Application, My testimony has pointed out the appropriateness of such action 

given the history behind the present circumstances facing APS and its affiliates, 

PWCC and PWEC. I also respond to those intervenors, and for that matter, those 

in the financial community who are either unaware of or choose to ignore both 

that history and the comprehensive scheme of “regulatory insulation” that 

already exists for APS at several levels. Even Staffs proposed dividend 

Limitation can be properly viewed as a part of a larger plan to address the 

ultimate regulatory treatment of the PWEC assets. In Decision No. 65 154, the 

Commission expressed its desire to act fairly with regard to the consequences of 

its “change of direction.” (See Decision No, 65 154 at page 22.) Approval of the 

Company’s Application, subject to the conditions proposed by Staff (with the 

clarification or moderation discussed by Ms. Gomez) is consistent with that 

expression. And it will allow APS to move on to the larger issues of the 2003- 

2004 rate case. 

Q. 

A. Yes, it does. 

DOES THAT CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY 
IN THIS PROCEEDING? 
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APPENDIX A 

PEMEN? OF WITNESS QUALIFICATIONS 

Jack E. Davis is President for Pinnacle West Capital Corporation (PWCC) and President 

And is also on the and Chief Executive Officer for Arizona Public Service Company (APS). 

Boards of PWCC and APS. 

Mr. Davis attended New Mexico State University and received BS degrees in Medical 

Technology in 1969 and Electrical Engineering in 1973. He was then hired by APS as an 

Engineer in the System Planning Department. Subsequently, he has had positions as 

Administrator of Power Contracts, Manager of Power Contracts, Director of System Development 

and Power Operations, Director of Fossil Generation, Director of Transmission Systems, Vice 

President of Generation and Transmission, Chief Operating Officer for PWCC, President of 

PWCC and was promoted to Chief Executive Officer of APS in September of 2002. 

Mr. Davis has served (i) as Chairman of the Western Systems Coordinating Council 

(WSCC) and is a member of its Board of Trustees; (ii) as Chairman on the Western Systems 

Power Pool; (iii) as President of Western Energy and Supply Transmission (WEST) Associates; 

and (iv) as a past member of the National Electric Reliability Council Board of Trustees. He is a 

registered Professional Engineer in the State of Arizona. He is also on the Boards of the Greater 

Phoenix Chamber of Commerce, Arizona Chamber of Commerce where he serves as Chairman, 

and presently serves as Chairman of the Arizona Theatre Company. He is a member of the 

Electrical Engineering Industry Advisory Committee at Arizona State University and the Downtown 

Phoenix Partnership. 



ARIZONA PUBLIC SERVICE COMPANY 

RUCO’S 3rd SET OF DATA REQUESTS 
DATED 11/18/02 

DOCKET NO. E-01345A-02-0707 

I RESPONSE: 

3.5 How much of PWCC problem in refinancing the PWEC assets is attributable to the 
general credit markets for energy related companies and how much is attributable to the 
ACC’s dramatic “reversal of course” on divestiture. 

The problem is clearly attributable to both, and although the ACC’s reversal of course 
was the precipitating event, it is not particularly relevant or helpful at the present time to 
attempt in some way to “allocate” responsibility for a single outcome to any one of its 
several contemporaneous causes, nor has APS attempted to do so. PWCC had planned to 
finance at PWEC, which after the divestiture, would have been an investment grade 
company. Without investment grade credit ratings, PWEC is not able to access the 
capital markets. This then leaves the parent in the position of having to do the 
refinancing which in turn could lead to credit rating downgrades. It is nevertheless also 
true that the general credit markets for energy related companies have been both volatile 
and shrinking for the past several months, There is a clear bifurcation of market 
participants in terms of credit spreads on existing and newly issued debt. Companies 
with fundamentally sound business models and little regulatory risk are still able to 
access the credit markets, albeit at a higher cost than earlier in the year. However, 
companies with any sort of material regulatory or business uncertainty (real or perceived) 
have been issuing debt at what would previously have been described as non-investment 
grade levels, if they are able to access the credit markets at all. 



ARIZONA CORPORATION COMMISSION STAFF’S FIRST SET OF DATA REQUESTS - 
October 4,2002 

TO ARIZONA PUBLIC SERVICE COMPANY 
IN THE MATTER OF THE APPLICATION OF ARIZONA PUBLIC SERVICE COMPANY FOR 

AN ORDER OR ORDERS AUTHORIZING IT TO ISSUE, INCUR, OR ASSUME EVIDENCES OF 

AN AFFILIATE OR AFFILIATES; TO LEND MONEY TO AN AFFILIATE OR AFFILLATES; 
AND TO GUARANTEE THE OBLIGATIONS OF AN AFFILIATE OR AFFILIATES 

LONG-TERM ENDEBTEDNESS; TO ACQUIRE A FINANCIAL INTEREST OR INTERESTS IN 

STAFF 1-3 (MJR) Please identify whether PWEC currently has or in the past has had any 
plans to build additional plants. If so, please describe all such plans and 
their current status. 

RESPONSE: 
PWEC continually evaluates whether to construct or purchase additional 
plants. As the Commission knows, PWEC currently has a CEC for 
Redhawk Units 3 & 4 and continues to evaluate whether and, if so, 
where additional plants should be constructed. 

Over the past few years, PWEC has pursued various opportunities 
relating to the construction or acquisition of plants. Specifically, over 
the past few years, PWEC has announced the following projects: 

On April 23, 1999, PNW and Calpine announced the joint 
development of a nominally rated 500 MW gas-fired plant to be 
located at the West Phoenix Power Plant. No final agreement was 
reached between PNW and Calpine. West Phoenix CC5 is now 
wholly owned by PWEC. 

On March 13,2000, PWEC and Reliant announced plans to jointly 
construct 2,500 M W  of new gas-fired generation in Arizona and 
Nevada. Approximately 1,000 MW was to come from Redhawk 
Units 1 & 2 and 1,500 MW would be constructed near Las Vegas 
and in Northern Arizona. No final agreement was reached between 
PWEC and Reliant. Redhawk Units 1 & 2 are now wholly owned by 
PWEC. 

On April 27,2000, PWEC announce the planned purchase of 
Southern California Edison’s ownership interests in the Palo Verde 
Nuclear Generation Station and the Four Comers Power Plant. 
California passed legislation prohibiting the transfer of SCE’s 
interests. 

In late 2000, PWEC participated in the Nevada Power Company 
auction for power plants in Nevada. PWEC won the bid to purchase 
Nevada Power’s Harry Allen facility. PWEC planned to operate the 
existing facility and to construct a new 500 MW gas-fired plant at 
the site. Nevada passed legislation prohibiting the transfer of 
Nevada Power’s interests in generation. PWEC instead is 
constructing Silverhawk at a nearby site. 

Although none of the above projects came to hition as initially announced, 
PWEC has completed the construction of Redhawk Units 1 & 2, West Phoenix 
CC4 and the Saguaro CC expansion project. West Phoenix CC5 and Silverhawk 
are currently under construction. 
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f ION: V o l .  4 ,  No. 78 

ENGTH: 249 words 

HEADLINE: Calpine, APS plan 500-MW p l a n t  i n  Phoenix 

BODY: 

5OQ-MW, natural  gas-fired, combined-cycle power plant  i n  Phoenix f o r  $220 
Pinnacle West Capital  and Calpine announced l a t e  Friday a plan t o  develop a 

. 
mill ion.  

West Phoenix Power Stat ion.  

The j o i n t  p ro j ec t  is  the  second phase of a po ten t i a l  750-RW expansion a t  
West Phoenix. The f i r s t  phase of the expansion includes a $60 million repowering 
of an exis t ing u n i t  t o  c rea t e  a 130-W? combined-cycle uni t .  The remainder of t h e  
expansion involves repowering o the r  e x i s t i n g  units a t  the s i te .  They w i l l  a lso 
i n s t a l l  advanced pollution-control equipment to reduce a i r  emissions from t h e  
ex i s t ing  units. 

The f a c i l i t y  would be located on t h e  s i t e  of Arizona Public Service’s  (APS) 
APS is a subsidiary of Pinnacle West. 

Construction on the new p lan t  is  scheduled t o  begin i n  mid-2000, with 
commercial operation of t h e  130-MW unit planned i n  mid-2001 and the 500-MW p lan t  
in late 2001. 

Pinnacle West CEO B i l l  Post s a i d  t h e  new capaci ty  will help APS t o  meet 
growing demand and nould a l s o  help t h e  company t o  “pursue new opportuni t ies  i n  
competitive generation markets. ‘I 

annually i n  Arizona, including nearly a 10% jump between 1997 and 1998. Peak 
demand for power i n  the Phoenix metropolitan a rea  i s  expected t o  continue t o  
,increase due t o  both population growth and increased economic expansion, t h e  
company said. 

Pinnacle West companies own or operate  near ly  8,000 MW i n  Arizona and New 

B u t  Pinnacle West said growth i n  e l e c t r i c i t y  demand has increased by about 6% 

Mexico. RH 
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Apri l  26, 1999, Monday 

-ACC-NO: AR- PWR-PLANT 

LENGTH: 3 4 1  words 

HEADLINE: Pinnacle W e s t  Capital  t o  Develop Phoenix Power Plant with Calpine 
Corp. 

BODY: 

Pinnacle West Capital  Corp. has formed a j o i n t  venture with Calpine Cow.  of 
San Jose, Calif., to develop a $ 220 mill ion power p lan t  near 43rd Avenue and 
Buckeye .Road in Phoenix. 

The state-of-the-art, natural gas- f i re  p lan t  w i l l  generate enough e l e c t r i c i t y  
for 120,000 homes and prevent t he  p o s s i b i l i t y  of Valley power shortages i n  the 
next few years. 

Craig Nesbitt, a spokesman with Pinnacle West's Arizona Public  Service Co. 
subsidiary,  sa id  t h e  company does not have enough current  generat ion or 
transmission capab i l i t i e s  t o  keep up with projected demand. 

"We have no choice but  t o  bu i ld  more f a c i l i t i e s , "  he sa id .  

N e s b i t t  sa id  the pro jec t  is being developed by Pinnacle West in s t ead  of APS 
i n  ant ic ipat ion of e l ec t r i c i ty  deregulat ion ru l e s  that w i l l  require u t i l i t i e s  t o  
separate  generation from t h e i r  d i s t r i b u t i o n  business. 

While Pinnacle West and Calpine .say there  are n o  addi t iona l  p r o j e c t s  planned 
beyond the  i n i t i a l  par tnerships ,  both ackzzowledge other  ventures  a r e  poss ib le .  . 

Calpine is building a s imi l a r  project on land leased f r o m  t h e  Fort  Mohave 
Indian Tribe, 28 miles southeas t  of BulLhead City.  

The 500-megawatt Phoenix p l a n t  w i l l  be b u i l t  on APS' 100-acre West Phoenix 

about 25 full-time pos i t ion  a f t e r  completion i n  l a t e  2001. Construct ion is 
scheduled to s t a r t  l a t e r  t h i s  year.  The new f a c i l i t y  will be jointly-owned by  
Pinnacle West and Calpine. 

, Power s ta t ion .  The pro jec t  w i l l  add 200 Valley jobs during cons t ruc t ion  and 

Calpine's founder and chief  execut ive o f f i c e r  P e t e r  Cartwright s a i d  the 
partnership with Pinnacle West is a good f i t  i n  t h a t  Pinnacle West and APS have 
the  s i t e  and connections i n  Phoenix and Calpine has the  e x p e r t i s e  i n  developing 
e f f i c i en t ,  low-cost power p l an t s .  The 15-year-old company has 36 such faci l i t ies  
around the  country and has 10 more under cdnstruction or i n  various stages of 
planning. 





P I N N A C L E  W E S T  C A P I T A L  C O R P O R A T I O N  A N N U A L  R E P O R T  2 0 0 0  

TO O U R  SHAREHOLDERS: 

Pinnacle West had a great year in 2000. We produced excellent results under conditions which tested 
our workfirce, our knowledge o f  the western grid, our resiliency t o  market fluctuations and our ability 

t o  anticipate and act. We met these challenges and our shareholders were rewarded. Sighting on the 
future remains key. However, as this year: cover suggests, predictive tools have limitations, even those 
with wide-angle lenses. This i s  why we insist on preparing for  a variety o f  outcomes. 

- 

REAL EARNINGS, REAL ASSETS, 
REAL G R O W T H  

In the year 2000, power supplies tightened in the 

West, and wholesale power prices soared. Natural gas 

also reached new levels of price and volatility. These 

conditions collapsed the recently created California 

energy market, and a new structure is slowly evolving. 

Anticipating the ultimate resolution to this situation 

is beyond mere planning tools and expertise. 

While these events swirled around us, we increased 

earnings by 12 percent while lowering customer 

Rapid customer growth and high prices on the 

wholesale power market didn't stop us from delivering 

reliable power - and we're working to make sure 

it never does. We've kept pace with growth and 

market volatility by planning for and building the 

distribution and transmission infrastructure needed 

to serve our customers. 
------------"--_ -_ ~ -____ -_--.-- 
generation side, we're meeting new 

growth through our unregulated subsidiary, Pinnacle 

West Energy. We broke ground on two major 

percent. While others in the West are reacting to 

crises, we're preparing for the next round of 

competition, in both the market and regulatory 

arenas, to provide future value to our shareholders. 

That's a competitive advantage. 

Last year, APS experienced strong customer growth of 

3.7 percent, about three times the national average. 

We also increased the number of customers served per 

employee, as we did throughout the 1990s when we 

doubled that number. 

Not only are we adding more customers, our 

customers are more satisfied. In 2000, our customer 

satisfaction rating rose significantly, and we expect to 

continue to improve in 2001. 

1 generation expansion projects and produced another 
prices for the sixth time in Seven years. in 1 year of performance from our fossil and 
1994, APS has decreased electric prices a total of 11.4 [--nuclear units. 

x-"dl#*---l-.---. - 
---------__I_I_--- - -= - - - -*- 
Increasingly efficient performance from our power 

plants, due to the employees who run them, helped us 

meet high demand from our customers, and allowed 

us to participate in the wholesale market. 

Our cash flow is among the strongest in the industry 

- based on per share cash from operations - and 

allows us the flexibility to expand generation. Over 

the next five years, we will be financing a majority of 

our growth from internal sources and plan to 

maintain investment-grade credit ratings for our 

corporate-level securities. 

Although the current power market is volatile and the 

regulatory environment is unsettled, we're confident 

of who we are, where we are, and where we're headed. 



William J. Post, Chairman 

A FOCUS O N  R I S K  MANAGEMENT 

Last year’s results prove we can achieve the agility 

demanded by our changing industry. That means 

emphasizing the importance of risk management for 

the entire corporate enterprise. 

Our  approach to risk management includes buying 

and selling power, but there’s more to it. We limit 

our risks by emphasizing and strengthening our areas 

of expertise while pursuing growth opportunities 

that make sense. 

At the holding company level, our power trading and 

marketing group is adeptly balancing the market risks 

between delivery and supply. Unlike many utilities, we 

have not had a “fuel adjustment clause” to manage fuel 

risk since 1988. We’ve turned this apparent negative 

into a positive by fine-tuning the risk management 

skills needed to thrive in a competitive marketplace. 

Our subsidiaries have been doing business in the 

West for a long time. We know the area, we know 

the people, we know the challenges. As we said last 

year, there are places we won’t go. Instead, we will 

use our foundation and our planning capability to 

capture the benefits of customer growth on all sides 

of our business. 

GROWING A N D  BUILDING 

With APS, our regulated subsidiary, we will 

increasingly capture the benefits of customer 

growth with a regulatory Settlement Agreement that 

allows us to meet future customer needs while 

benefiting our shareholders. 

We focus intensely on the total business, which means 

generation as much as delivery. As new units at our 

West Phoenix and Redhawk plants are energized and 
we build or buy additional generation, we expect 

Pinnacle West Energy to be a source of earnings 

growth for our company. 

Pinnacle West Energy has received approvals to build 

and is already in various stages of construction for 

2,800 megawatts of new gas-fired capacity. We remain 

committed to growing our generation business, and 

capturing the advantages of our geographic location. 

But there are limits to the price we’ll pay for 

g r o w m G ; r i v i n g  to balance new capacity k i t h  

r a z c i p a t e d  load growth, while maintaining a solid 
1 r capital structure. 

--------“=- 

, ~- I ~~ -I.___ 
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We are moving forward with plans to transfer 

generation assets and employees from APS to Pinnacle 

West Energy. As authorized by the Settlement 

Agreement, we will transfer our existing generation 

operations to Pinnacle West Energy by the end 

of 2002. 

APS Energy Services, our competitive sales subsidiary, 

responds to opportunities to provide energy services 
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AT PINNACLE WEST, W E  AIM TO STAND APART 

FROM OUR INDUSTRY PEERS. WE’VE D O N E  SO W I T H  R E C O R D  

C U S T O M E R  G R O W T H ,  EARNINGS A N D  PRODUCTIVITY.  

Unit 4 is scheduled to meet an in-service date of June 

2001. The 530-megawatt West Phoenix Unit 5 is 

scheduled to begin operation in mid-2003. 

The new Redhawk power plant, located near our Palo 

Verde Nuclear Generating Station and its region- 

serving transmission switchyard, is expected to consist 

of four 530-megawatt units. Construction began on 

Units 1 and 2 in December of 2000, and commercial 

operation is scheduled for mid-2002. We received the 

first combustion turbine for this project in the first 

quarter of 2001 and expect to energize the new 

switchyard near the end of the year. 

Pinnacle West Energy is exploring the feasibility of 

developing an underground natural gas storage 

facility west of Phoenix. Test drilling to confirm 

geological studies is under way. Such a facility could 

provide protection from price spikes and supply 

interruptions for our new plants. This facility could 

also provide a business opportunity in supplying gas 

storage capacity to other companies. 
. - - . . “ - - -~ -_^~-=- - - - - - - . -11^-  1 

By summer 2001, we will add more than 500 

megawatts of generating capacity from our new West 

Phoenix unit as well as some leased portable units 

and the reactivation of existing units. A portion of 

this added capacity has been several years in the 

planning, but some is being added as a precaution 

against unforeseen increases in demand. As we 

expand our gas-fired capacity, we will achieve 

a desirable balance among the three major fuels - 
1 

/ nuclear, coal and natural gas. ---- ”.-e 

i 
/ 

- 0  
-----w- ~ - - - 

By completing new units at West Phoenix and 

Redhawk and building or buying additional 

generation, we expect Pinnacle West Energy to be a 

major earnings growth engine. 
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Analyst Presentations 
Boston and New York 

April 11-1292000 

This presentation contains forward-looking statements that involve risks and uncertainties, which include, but are not 
limited to, the ongoing restructuring of the electric industry; the outcome of the proceedings relating to the restructuring; 
regional economic and market conditions, which could affect customer growth and the cost of power supplies; the cost 
of debt and equity capital; weather variations affecting customer usage; and the strength of the stock market (particularly 
the technology sector) and the real estate market. These factors and the other matters discussed may cause future results 
to differ materially from historical results, or from results or outcomes currently expected or sought by the company. 



ba 
Today (2000-2003) 

Acquire fossil assets operated for others 
Increase Palo Verde ownership to a majority 
Build new generation sites and alliances 
Drive regulated costs down ahead of price reductions 
Maintain financial strength 
Align expansion with regulated load 
Expand riskdriven trading function 
Emphasize regulatory change function 
Expand technology and related holdings 
Improve asset turn rate 
Improve performance, cost and price 
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Pinnacle West 
Generation Expansion Strategy 

0 Disciplined 

0 Flexible to meet load growth 

0 2002 Pinnacle West Capital Corporation 
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Pinnacle West 
Growing Generation Canabilitv 

Commercial 
Operation New Facilities MWs 

2001 West Phoenix 4 120 

2002 Redhawk 1 & 2 1,060 

2002 Saguaro CT 3 80 

2003 West Phoenix 5 530 

2004 Si Ive rhaw k 570 

2006/20 07 Redhawk 3 and 4 1,060 

d 2002 Pinnacle West Capital Corporation 



Pinnacle West Generation Resources 
Growing in Pace with Demand 

MWs 

io'ooo 1 -Peak load plus reserves 

2001 2002 2003 2004 2005 2006 2007 

o 2002 Pinnacle West Capital Corporation 
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Generation 
Purchases 

Total Resources 

M W H  
25,179,796 

27,980,355 
2,800,559 I 1  .I % 

Sales to Others (2) (2,658,035) 9.5% 
APS Load (3) 25,322,320 

(I) All data is preliminary (prior to year-end close). 

(2) 11 .I % of APS' load requirements were purchased and 9.5% of total 
resources were sold to others at the following delivery points: 
Palo Verde, Mead, Four Corners, Westwing, Pinnacle Peak, CAISO, Lolo, 
Navajo, Borah Brady, Glen Canyon, La Grande, Saguaro, Parker Davis, 
Mid-Columbia, Cholla, Abitibi and Wrangly. Due to the multiple delivery points 
both within and outside Arizona, it is not possible to directly determine 
ultimately where the actual consumption occurred (e.g. delivery may occur 
at Palo Verde, but actual consumption may occur in California). 

(3) Retail and wholesale cost-of-service customers only. 
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2002 Generation Information 

Generator Name 
Generation 

(MWW 
Cholla STI 81 5,970 
Cholla ST2 1,599,696 

Douglas CTI 1,085 
Four Corners STI (1) 1 ,I 82,l 05 
Four Corners ST2 (1) 1,323,947 
Four Corners ST3 (1) 1,718,945 

873,742 Four Corners ST4 (1) 
Four Corners ST5 (1) 583,491 

Navajo ST2 719,531 
Navajo ST3 749,402 
Ocotillo CTI 16,196 
Ocotillo CT2 15,851 
Ocotillo STI 163,113 
Ocotillo ST2 100,223 
Palo Verde ST1 2,828,517 
Palo Verde ST2 2,931,224 
Palo Verde ST3 3,252,426 
Red Hawk 1 1,122,703 
Red Hawk 2 942,568 
Saguaro CTI 14,033 
Saguaro CT2 9,078 
Saguaro CT3 48,920 
Saguaro STI 90,075 
Saguaro ST2 103,174 
West Phoenix CC1 253,974 
West Phoenix CC2 266,089 
West Phoenix CC3 346,135 
West Phoenix CC4 464,753 
West Phoenix CTI 12,744 
West Phoenix CT2 18,487 

Cholla ST3 1,788,577 

Navajo STI 737,774 

West Phoenix ST4 0 
West Phoenix ST6 0 
Yucca CTI 6,603 
Yucca CT2 7,696 
Yucca CT3 69,397 
Yucca CT4 1,552 

Total 25,179,796 (1) 

(1) 22.6% of APS generation comes from outside Arizona (5,682,230 MWH from Four Corners). 

1 /I 412003 



2002 Energy Puchased 

Company MWH 
Abitibi Consolidated Sales Corporation 733 
Allegheny Energy Supply Company, LLC 3,744 
American Electric Power Service Corp. 22,757 
Aquila Merchant Services, Inc. 9,581 
Arizona Electric Power Coop. 1,147 

BP Energy Company 3,596 
Burbank, City of 195 
Calif. Dept. of Water Resources F.B.O. CERS 15,285 
California Independent System Operator 2,317 
Calpine Energy Services, LP 12,249 

I Cargill Power Markets, LLC 3,626 
, Colorado River Commission 0 

Colorado River Storage Project (WAPA) 583 
Conoco, Inc. 373 

I Constellation Power Source, Inc. 1 ,I 74 
Coral Power, L.L.C. 7,260 

15,541 Duke Energy Trading & Marketing 
I Dynegy Power Marketing, Inc. 5,395 

Edison Mission Marketing & Trading, Inc. 960 
El Paso Electric Company 5,439 
El Paso Merchant Energy, L.P. 19,779 

I 

I Avista Corporation 92 

I 

I I1 412003 



Redding, City of 
Reliant Energy Services, Inc. 
Salt River Project 
Salt River Project T&C 
San Diego Gas & Electric Co. 
Seattle City Light 
Sempra Energy Trading Corp. 
Southern California Edison 
TransAlta Energy Marketing, U.S., Inc. 
Tri-State Generation and Transmission Association 
Tucson Electric Power Co. 
TXU Energy Trading Company LP 
WAPA, Desert Southwest Region 
Williams Energy Marketing and Trading Co. 

1/14/2003 

227 
2,918 

24,013 

24,362 
184 

8,591 
1,215 

10,509 
60 

2,871 
4,443 

50 
23,884 

1,100,000 

Total 2,800,559 



c 

2002 Energy Sold 

Company MWH 
Abitibi Consolidated Sales Corporation 360 
Allegheny Energy Supply Company, LLC 
American Electric Power Service Corp. 
Aquila Merchant Services, Inc. 
Arizona Electric Power Coop. 
Avista Corporation 
BP Energy Company 
Burbank, City of 
Calif. Dept. of Water Resources F.B.O. CERS 
California Independent System Operator 
Calpine Energy Services, LP 
Cargill Power Markets, LLC 
City of Glendale Water & Power 
Colorado River Commission 
Colorado River Storage Project (WAPA) 
Conoco, Inc. 
Constellation Power Source, Inc. 
Coral Power, L.L.C. 
Duke Energy Trading & Marketing 
Dynegy Power Marketing, Inc. 
El Paso Electric Company 
El Paso Merchant Energy, L.P. 
Entergy-Koch Trading, LP 
ldacorp Energy L.P. 
Idaho Power Company 
Imperial Irrigation District 
Los Alamos County 
Los Angeles Department of Water & Power 
MEICO, INC. 
Mirant Americas Energy Marketing, LP 
Miscellaneous Control Area 
Morgan Stanley Capital Group, Inc. 
Nevada Power Co. 
Northwestern Energy LLC 
PAC Supplemental Coal 
PAC Supplemental Other 
PacifiCorp 
Pacificorp Exchange 
PacifiCorp Power Marketing, Inc. 
PG&E Energy Trading-Power, L.P. 
Pinnacle West Capital Corp. 
Portland General Electric Co. 
Powerex 
PPL Energy Plus, LLC 

1 I1 4/2003 

12,840 
159,111 
25,601 
6,039 
9,150 

30,597 
1,076 

100 
12,077 

1,335 
35 

2,025 
69,522 

1,325 
11,744 
67,273 
66,045 
36,027 

41,556 
12,486 

44,929 
1,135 

35,221 
96,509 

84,090 

8,146 

I 6,682 

5,883 
20,988 

I 3,685 
I 8,945 

43,963 
67,471 

90,032 
15,075 

129,171 
391,510 

350 
11,580 

366,810 

19,291 
1,891 

8,750 



PPL Montana, L.L.C. 
Public Service Company of Colorado 
Public Service Company of New Mexico 
Reliant Energy Services, Inc. 
Salt River Project 
San Diego Gas & Electric Co. 
Seattle City Light 
Sempra Energy Trading Corp. 
Sierra Pacific Power Co. 
Silicon Valley Power; City of Santa Clara 
Southwestern Public Service 
TECO Energy Source, Inc. 
Tohono 0 Odham Utility Authority 
Tractebel Energy Marketing, Inc. 
TransAlta Energy Marketing, U.S., lnc. 
Tri-State Generation and Transmission Association 
Tucson Electric Power Co. 
TXU Energy Trading Company LP 
Vernon, City of 
WAPA, Desert Southwest Region 
Wickenburg, City Of 
Williams Energy Marketing and Trading Co. 

1,540 
44,977 
39,861 
10,511 
16,953 
2,243 

19,593 
125,337 

2,440 
16,686 

750 
1,900 

9 
9,989 

3,237 
14,010 

200 
6,720 
1,464 

34,698 

8,612 

37,874 

Total 2,658,035 

(1) APS cannot determine whether these sales volumes were consumed within or outside Arizona. 
However, the purchasing entities can be categorized as follows: 

M W H  
In-state Entities 456,328 17.2% 

PacifiCorp Exchange 391,510 14.7% 
Out-of-state Entities 1,810,197 68.1% 

2,658,035 

1 /I 4/2003 



Year 2002 Water use at Pinnacle West/APS Power Plants 
All Values in Acre-Feet 

Coal Plants 
Cholla (a) 
Four Corners (c) 
Navajo (d) 

Oil and Gas Plants 
Ocotillo 
Redhawk 
Saguaro 
West Phoenix 
Yucca (e) 

Nuclear Plants 
PVNGS (f) 

Total Plant 
Water Use 

15,400 
21,085 (b) 
30,000 

1,050 
2,941 
770 

2,325 
925 

71,706 

Water Use Bv Source 
Gound Water Surface Water Treated Effluent 

15,400 0 0 

0 21,085 (b) 0 
0 30,000 0 

1,050 0 0 
83 0 2,858 

770 0 0 
2,325 0 0 
925 0 0 

1,979 0 69,727 

Note (a): APS Owns 61.8% of Cholla Power Plant 
Note (b): Water Use for 12 months, December 2001 through November 2002. Water Source San Jaun river. 

Note (c): APS Owns 38.3% of Four Corners Power Plant 
Note (d): Plant Operated by SRP. Water Source is Lake Powell. APS Owns 14% of Navajo Power Plant 

Note (e): A majority of the water use is for the Steam Plant owned by IID. 
APS owns 4 Combustion Turbines at Yucca. They use very little water. 
Water source is groundwater that is treated as Colorado River Water. 

Note (f): APS Owns 29.1 % of PVNGS Power Plant 
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2104 N. Central, Ste. 210 
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Phoenix ,  AZ 85 0 67 

T e l :  (602) 257-9200 
Fax: (602) 254-4300 

Email: info@auia.org 
Web Site: www.auia.org 

BEFORE THE ARIZONA CORPORATION COMMISSION 

WILLIAM A. MUNDELL 

JIM IRVIN 

MARC SPITZER 

CHAIRMAN 

COMMISSIONER 

COMMISSIONER 

IN THE MATTER OF THE APPLICA.TION OF ) 
ARIZONA PUBLIC SERVICE COMPANY FOR AN ) 
ORDER OR ORDERS AUTHORIZING IT TO ISSUE, ) 

INDEBTEDNESS; TO ACQUIRE A FINANCIAL 1 
INTEREST OR INTERESTS IN AN AFFILIATE OR ) 
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OR AFFILIATES; AND TO GUARANTEE THE ) 
OBLIGATIONS OF AN AFFILIATE OR AFFILIATES ) 

DOCKET NO. 
INCUR, OR ASSUME EVIDENCES OF LONG-TERM 1 E-01345A-02-0707 

NOTICE OF FILING 

Pursuant to the Procedural Order dated October 9,2002, the 
Arizona Utility Investors Association hereby provides notice of 
filing the direct testimony of Walter W. Meek in the above 
captioned proceeding. 

Respectfully submitted, tlus 13th day of December, 2002. 

Walter W. Meek, President 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 
My name is Walter W. Meek. My business address is 2100 North Central 
Avenue, Suite 210, Phoenix, Arizona 85004. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am the president of the Arizona Utility Investors Association ("AUIAI' or 
"Association"), a non-profit organization formed to represent the interests 
of shareholders and bondholders who are invested in utility companies that 
are based in or do business in the state of Arizona. 

ARE SOME AUIA MEMBERS SHAREHOLDERS OF PINNACLE WEST 
CAPITAL CORPORATION? 
Yes. AULA has approximately 6,000 members and a substantial percentage 
are common shareholders of Pinnacle West Capital Corporation 
("PWCC"), the corporate parent of Arizona Public Service Company 
("APS"). 

WHAT IS YOUR BACKGROUND IN REPRESENTING SHAREHOLDER 

CONCERNS AND INTERESTS? 
I have been president of AUIA for more than eight years. Prior to that, my 
consulting firm managed the affairs of the Pinnacle West Shareholders 
Association for 13 years. During this time we have represented 
shareholders in numerous rate cases and other regulatory matters and 
have published many position papers, newsletters and other documents in 

support of shareholder interests. 

- 1 -  
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Q. 
A. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 
I am here to represent the views of the equity owners of PWCC regarding 
APS’s request for authority to extend its credit to assure permanent 
financing for the Redhawk and West Phoenix power plants built by 

Pinnacle West Energy Corporation (PWEC). 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

HOW WOULD THIS OCCUR? 
As I understand it, APS wants the flexibility to loan up to $500 million or 
provide a corporate guarantee to PWCC or PWEC in support of a 
permanent financing plan to replace a majority of the bridge financing 
Pinnacle West currently has in place. 

. .  

WHAT IS AULA’S POSITION? 
We urge the Commission to grant APS the authority it seeks. We are 
convinced that this action would be in the public interest in safeguarding 
the financial integrity of A P S  and its parent. The alternatives to this course 
of action would be damaging to the entire Pinnacle West group of 
companies and to APS’s customers. 

DO THESE POWER PLANTS SERVE APS CUSTOMERS? 
Yes, they do. 

ARE THEY OWNED AND OPERATED BY A P S ?  

No. They are owned and operated by PWEC, a Pinnacle West subsidiary. 

ARE THESE PLANTS SUBJECT TO COST-OF-SERVICE REGULATION BY 
THE CORPORATION COMMISSION? 

No, they are not. 

WHY SHOULD THE COMMISSION BE CONCERNED ABOUT HOW THEY 
ARE FINANCED? 
As the testimony of company witness Barbara Gomez indicates, Pinnacle 
West is on the brink of serious financial difficulties due to recent regulatory 
decisions affecting those power plants. 

- 7 -  
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In our opinion, if Pinnacle West is punished in the financial markets, the 
impact will spill over onto APS and affect its ability to raise capital at a 

reasonable cost. Clearly, that could affect tlie cost and quality of customer 

service. 

Q. 
A. 

IS THE COMMISSION AT FAULT FOR THIS SITUATION? 

Blame should not be the issue here. However, we can’t ignore the 

sequence of events that led to this dilemma. 

Q. WHAT WERE THOSE EVENTS? 

A. I don’t want to belabor history, but the short version is this: 

When the Commission adopted the electric competition rules in 1999, they 

included a directive to the utilities to divest all of their generation assets to 
one or more affiliated companies by the end of 2002. PWEC was formed 

for that purpose, to be the repository for APS’s divested generation 

portfolio and long term supply contracts. 

However, the Commission also made the utilities the providers of last 

resort, with tlie responsibility of providing their customers with reliable 

energy at a n  acceptable cost, regardless of divestiture. 

When APS’s forecasts showed the need for increased resources, the 

company concluded it was more prudent to build new generation, both 

inside and outside the Phoenix load pocket, than to rely entirely on 
wholesale purchases. 

In anticipation of divestiture, Pinnacle West built and financed the plants 

within PWEC rather than in APS. In addition, the APS code of conduct, 

which was required by the electric competition rules, forbade the utility 

from engaging in competitive activity, which clearly applies to new 

generation. 

PWEC had no appreciable assets, but an investment grade interim financing 

program was negotiated utilizing Pinnacle West‘s credit rating. Permanent 

financing at investment grade level was dependent 011 the transfer of APS’s 
generating portfolio to PWEC. 

- 3 -  
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Q- 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Last Seyt. 10, in Decision No. 65154, the Coinmission reversed course on  

divestiture, requiring the utilities to continue serving their customers with 

tlie generation that they own. That left tlie PWEC power plants in limbo, 

owned by an affiliate without permanent financing and with no access to 

credit. 

WAS IT A PRUDENT DECISION TO BUILD THESE FACILITIES? 

Absolutely. hi June 2000, when construction began on combined cycle Unit 
4 at West Phoenix, the western eleciricity markets were begiiuniiig to come 

apart at the seams. Given the choice, a prudent utility manager would have 

preferred to own the sources of his incremental needs going forward than 

to rely on the wholesale market. 

WHAT IS THE MAGNITUDE OF PINNACLE WEST’S FINANCIAL 

EXPOSURE? 

According to Ms. Gomez, Pinnacle West will be on the hook for about $765 

million of PWEC investment by the middle of next year. At that time, the 

majority of the interim loans also will start coming due. 

WHAT PREVENTS THE COMPANIES FROM REFINANCING AT THE 

HOLDING COMPANY LEVEL? 
It appears that without APS’s participation, Pinnacle West simply doesn’t 

have the asset base to support that much debt and PWEC reportedly has no 
access to credit at all. At a minimum, if PWCC could sustain this debt, it 

would take a serious and probably unacceptable hit to its financing costs 

and APS, as the chief underlying source of cash resources, would also be 

penalized in the financial markets. 

WHAT IF APS’S REQUEST IS DENIED? 

The APS proposal is a reasonable attempt to rectify a very messy situation. 

The rating agencies have sent clear signals that more credit downgrades are 

in store for Pinnacle West and A P S  if the financing impasse isn’t resolved in 
an acceptable manner. However, the consequences could go further than 
that. 

-4- 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

Q 
A. 

WHAT ARE THE OTHER CONSEQUENCES? 
If APS’s credit can’t be utilized, we think it is not inconceivable that a 

bankruptcy and/or a forced sale of some or all of the PWEC assets could 

occur. Of course, any sale in the near future would be into a market that is 

already glutted with the bad construction decisions of merchant generators. 

WHAT WOULD BE THE IMPACT ON APS? 
That is hard to predict, but it wouldn’t be positive. These days, it is 

increasingly difficult to insulate an affiliate from the fortunes of its holding 

company and vice versa and it is unrealistic to expect that APS would be 

immune from a financial meltdown at Pinnacle West. 

WHAT ARE THE RISKS OF THE FINANCING PROPOSAL TO APS AND 
ITS CUSTOMERS? 

There are no apparent risks. Ms. Gomez asserts that APS has plenty of 

credit headroom to handle a loan or guarantee to its affiliates without risk 

to its own credit and we have no reason to doubt her evaluation. Also, the 

plan would shield utility customers from any financing costs incurred by 
A P S .  

WHAT IF A DEFAULT OCCURRED? 
It could depend on the precise terms of the credit plan in place, but it’s 

conceivable that APS could become the owner of a few generating units 

that have not been deemed to be used and useful. It wouldn’t be the first 

time, as any veteran of the Palo Verde rate basing can attest. It would 

certainly be preferable to the consequences I discussed previously. 

WHAT WOULD A P S  DO WITH THE PWEC PLANTS? 

Again, that’s hard to predict. It would depend on conditions at the time. 

Obviously, APS could seek permission to include them in its regulated rate 

base. If a default were far enough down the road, divestiture might be 

back in play. We don’t discount entirely the possibility that Pinnacle West 

- .5 - 
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might want to dispose of some of the PWEC units someday, but ideally, not 
until the market has absorbed some excess capacity. 

Q. HOW COULD AI’S OWN AND OPERATE COMPETITIVE GENERATION 

IN A WHOLESALE BIDDING ENVIRONMENT? 

It’s doubtful that APS would attempt that. They could assign the PWEC 

units to another affiliate, which could bid their output, either at arm’s length 

or in a blind bidding process like that proposed by company witness 

Thomas Carlson in the Track B proceeding. 

A. 

Q. 
A. 

CAN PINNACLE WEST ISSUE STOCK TO PAY OFF THE PWEC DEBT? 

It probably can, but that would be a poor decision if there were any other 

viable options. 

Q. 
A. 

WI-N WOULD THAT BE A BAD STRATEGY? 

There are several reasons. First, it is probably the most costly option. 
Common equity is the most expensive component of a utility’s capital 

structure and has a direct impact on revenue requirements from 

ratepayers . 
Second, the price of Pinnacle West’s common stock has been hovering at or 

below book value, 40 percent off of its 52-week high. It is not a good 

strategy to issue stock when the price is low because you have to sell too 

many shares to achieve your revenue goal and you inflict too much dilution 

on existing shareholders. 

Third, the strategy might backfire if Pinnacle West issued stock without 

fixing the PWEC credit problem first. If PWEC were left unattended, Wall 

Street would have to view the stock issue as an investment in merchant 

generation, which at this time would not be well received. 

For all of these reasons, a stock issue should be the very last resort. 

Q. YOU MENTIONED MERCHANT GENERATORS. DO THEY HAVE A 

PLACE IN THIS PROCEEDING? 
As far as AUIA is concerned, this is a matter between a regulated Arizona 
utility and its regulators. The merchants are essentially carpetbaggers and 

A. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

they have no legitimate interest in this proceeding, but it’s clear that they 

will be in evidence. 

WHAT DO YOU ANTICIPATE THEIR POSITION WILL BE? 
They have certainly shown their cards in other proceedings. It is probable 

that they will urge the Commission to deny the financing application. As 
an alternative, they are likely to implore the Commission to adopt a list of 

onerous conditions like those advocated by Panda-Gila River for APS’s 

emergency financing on Nov. 22. 

WHY WOULD THE MERCHANTS OPPOSE THIS APPLICATION? 

They have had a tendency to talk about reducing the risk to ratepayers, but 

of course, they don’t have any ratepayers. Nor will they, since the 

merchants are exempt wholesale generators that have no retail customers. 

DO THEY HAVE OTHER REASONS FOR OPPOSING T€IE APPLICATION? 

It’s obvious that they regard PWEC as competition, not only for APS’s 

contestable load, but for electric loads throughout the west. They don’t 

want PWEC to receive investment grade financing because it might provide 

PWEC with a competitive edge. Since most of the merchant generators no 

longer enjoy high credit ratings, they want PWEC to join them in the credit 

cellar. 

ISN’T IT FAIR FOR ALL UNREGULATED GENERATORS TO BE TREATED 

ALIKE? 

Not in this case. There are significant differences in the circumstances of the 

merchant generators and that of PWEC, which the Commission should 

recognize. 

WHAT ARE THEY? 
First, the Redhawk and West Phoenix plants were built to serve APS 

customers and they are doing that now. If Redhawk, for example, had 

been built to serve other markets, PWEC would have sold its output into 

the California forward market rather than reserving it to meet Arizona 
- 7 -  
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needs. "lie merchant plants were planned to serve electric loads wherever 

they can find them, especially iii California. 

Second, the PWEC plants were built by an affiliate of APS, which has a 

continuing obligation to seive and to act as the provider of last resort to its 

customers. The merchants have no obligation to anyone in Arizona. 

Third/ evesy decision that led to the current financial crisis facing Pinnacle 

West and PWEC was made in the context of or in direct response to an 

order of the Commission. 

Q. 
A. 

DO YOU HAVE A CONCLUDING STATEMENT? 
For all of the reasons we have cited, iiicluding the well being of APS's 
customers, it is in the public interest for the Commission to rectify this 

situation by granting the financing application. 

Q. 
A. Yes, it does. 

DOES THAT END YOUR TESTIMONY? 



ELECTRIC UTILITIES FACE REGULATORY 
AND FINANCIAL QUICKSAND 

As 2002 comes to a close, Arizona electric influential credit rating agency, downgraded 
APS’s corporate credit rating and lowered 
Pinnacle West’s rating on senior unsecured 
debt This caused Pinnacle West to lose a 
bank line of credit and created a cash cnsis 

panies are coping wlth regulatory turmoil, 
from merchant generators 
cia1 reactions from banks and 

5 million from APS to 
until its $500 million 

tch, warning that a credit down- 
1 occur if Pinnacle West is unable 

d as what they can’t supply wth  their 
- to competitive bidding 

uted significantly to the electnc indus- 
nt into the financial cellar They have 

ryside with the residue of 

Commission and its staff are in deep denial 
that any of their actions have contributed to a 
negative financial enmronment for the utilities 
They say they are simply t y n g  to get bargain 
prices for electnc consumers 

All of this is causing financial analysts, 
bankers and rating agencies to focus wanly on 
Anzona, to see how many times and in how 
many ways the ACC is going to change the 
ground rules for Arizona utilities 

Pressure From 
Merchant Power Plants 

Merchant power generators that are building 
plants in Arizona are applyng serious muscle 
in the ACC proceedings Some have made 
it clear they will strongly oppose the APS 
financing application next month They don t 
want the Pinnacle West generating plants to 
have better credit quality than they have and 
that is pretty bad 

Who are these merchant power generators? 
They are mostly offshoots of out-of-state 

utility companies that decided in recent years 
to invest heavilj in generating plants that 
would sell power into the wholesale market 
A dozen companies plan to build about 40 
units in Arizona totaling more than 14,000 
M\n/: more capacity than serves the entire 
state today Most have been approved for 
construction by the ACC 

to senre California, but the wholesale market 
there has dried up Many of these companies 
are in dire financial straits and are desperate to 
sell some power here to save their faltering 

The Anzona plants were planned primanly 



Electric Companies 
(continuedfvorn page 1) 

bad business decisions, including billions of 
dollars worth of failed power projects. 

Some have reneged on their debts and they 
have made junk credit ratings the new standard 
for the industry. They have been forced by 
lenders and rating agencies to dump excess 
generating assets into a glutted market, with 
untold effects on future energy production. 

Here in Arizona, they preach the value of 
improved air quality because all of their plants 
will be fueled by natural gas, but they don’t 
tell us that each one of these merchant plants 
will consume as much fuel annually as 
Southwest Gas Corporation uses to serve all 
of its Arizona customers. 

Some of these plants have not planned 
for transmission capacity to get access to 
Phoenix, Tucson or any other market at peak 
consumption periods when additional power 
may be needed. 

These companies are not regulated by the 
ACC and have no allegiance to Arizona. They 
will send their product elsewhere at the first 
sign of a West Coast market recovery In the 
meantime, they will export over 100,000 
acre-feet of Arizona water annually They will 
suck up 20 times the amount of natural gas 
that Southwest Gas uses to serve gJ 
of its customers. And they will make the 
air dirtier than it was in a dozen Arizona 
locations. 1 

TO UNISOURCE 
On October 29th, UniSource Energy 

Corporation announced an agreement to 
purchase Citizens Communications’ gas 
and electnc dlstnbution assets m Anzona 
UniSource, eaabltshed in 1998, is the 
holding company lor Tucson Electric 
Power Co. (TEP! UniSource said i t  wll 
pay approximately $230 million in cash 
or about 50 percent of the book value of 
Citizens’ properties 

The Anzona Corporation Commission 
(ACC), the U S Securities and Exhdnge 
Comniission and t he Fedei al Energy 
Rtgulator) Commission must approve 
the dgreement LniSource anticipates the 
purchase \\ ill be completed during the 
third quarter ot 2003 

b o d  \ h c  I qui ing the buyel to  pal J 

prsinium In this c m  the lo\v p u i c l i ~  

2008. The contract is tied up in the PPFAC 
case and hasn’t been approved by the ACC. 
Under the contract, Citizens pays about 1.8 
cents per kwh more than it is allowed to 
collect from customers and it is costing 
Citizens more than $2 million per month 
on average 

Finally. Citizens recently filed a gas rate 
case with the ACC, seeking a 28 9 percent 
increase or about $21 million per year 
from its gas customers in \lohave, Yavapai, 
Coconino, Navajo, Apache and Santa Cruz 
counties 

According to a UniSource press release, 
Citwnj and VniSource Energy \\dl 

d55uit-1~ pint responsibilit) for completing 
tu,) utili[) rae c,ws Citizens has ptntling 
bchre thc ACC ’ 

\l’Ii,it this m+ inem is that L niwurc t  
mi\ tr\ to u>e ths \slue in i t <  discounted 

Utilit\ jdlcs arr. t \ p c ~ . l l y  for more than 

pnce undoubtedly reflects major regulatory 
uncertainties that are confronting Citizens 
in Arizona It may also foretell benefits to 
Citizens’ electric and gas ratepayers 

Currently, Citizens has a $12 1 million 
deficiency in its Purchased Power and Fuel 
Adjustment Clause (PPFAC) that it incurred 
in semng electnc customers in Mohave and 
Santa Cruz counties It is trying to recoup 
the under collection in a case that has been 
creeping through Commission proceedings 
for fifteen monlhs 

In addition, Citizens buys almost all of 
its electricity through a wholesale contract 
w th  Pinnacle West Capital Corporation 
that runs from June 2001 through May 

purchase pnce to put together a settlement 
agreement on some or all of these pending 
issues that it can take to the ACC for its 
approval along with the acquisition itself 

UniSource said it will create a new 
subsidiary for the new assets and its rate 
structure wdl remain separate from that 
of TEP TEP serves more than 350,000 
customers in and around Tucson in 
southern Arlzona With the acquisition, 
UniSource wdl expand its customer base 
by more than 40 percent For 2001, the 
Citizens operations generated approxi- 
mately $175 million in revenue UniSource 
expects the acquisition wll add to its 
overall earnings within the first year 1 
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AUIA’s August newsletter described Salt 
River Project’s bird dilemma at Roosevelt 
Lake. The big lake, which normally stores 
almost three quarters of the water SRP provides 
to Maricopa County, has dropped to less than 
12 percent of its capacity due to several years 
of severe drought. As waters receded, scrubby 
foliage took root and the area has evolved into 
a seasonal home to the southwestern willow 
flycatcher., .a bird on the Endangered Species 
List and as such, protected by federal law 
enforced by the US. Fish & Wildlife Service. 

Fish &Wildlife proposed that once the 
drought breaks, SRP would not be permitted to 
fill the Lake beyond 40 percent of capacity 
because more would destroy the birds newly 
found habitat. Water would be allowed to 

simply run downstream right through the 
middle of the population that needs it. One 
key consequence would be the need to tap 
underground wells, undermining state water 
policy, which hinges on preserving aquifers 
by reducing groundwater pumping. 

SRP offered a mitigation strategy, the 
Roosevelt Lake Habitat Conservation Plan 
(HCP), which provides an appropriate balance 
by preserving most of the lake’s storage capacity 
while minimizing lost bird habitat. Among 
other things, SRP would have to acquire and 
manage 1,500 acres of flycatcher habitat along 
several of Arizona’s other rivers. That comes 
with a price tag for SRP of $20 to $30 million 
to preserve habitat for 292 migratory birds. 

The flycatcher is a transient and whimsical 

species. It claims no territorial imperative or 
geographic loyalty It goes wherever it finds 
suitable habitat. It may be here today and gone 
tomorrow. As a result, the science supporting 
creation or retention of habitat for this bird is 
somewhat thin. 

is best served by a plan that balances the 
requirements of federal law with the needs 
of the 1.6 million people who rely on SRPs 
system of dams and canals for water supplies 
in a desert environment. 

conservation plan has been generally positive, 
but an official agency decision is not expected 
until the end of this month or early in January 

However, AUIA feels that the public interest 

Fish &Wildlife’s response to the 

We’ll keep you posted. 

MEXICANS PROTEST STEAM GENERATORS 
Nothing is easy in the utility business 
Last August Investors Quarterly descnbed the 

need to replace two of the Palo Verde nuclear 
plant’s steam generators due to hairline cracks 
in the tubing The 800-ton generators are 
manufactured in Italy, shipped to a port in 
Mexlco and transferred to special flatbed trucks 
which transport them at three miles per hour, 
mostly at night, over reinforced roads to the 
power plant SO miles west of Phoenix 

But the delivery process has been delayed 
once due to protestors and could be delayed 
even longer So what‘s the problem? Protestors 
say they’re concerned about public exposure to 
radiation as the generators move from Puerto 
Penasco (Rocky Point) through Mexico to 
Anzona 
In fact, this makes no sense The new 

generators are hunks of metal wth  thousands 
of steel tubes that have been nowhere near a 
major source of radiation They won’t contain 
radioactive matenal after installation and even 
the old generators, after years of operation, give 
off vlrtually no radiation 

So what‘s the real problem? It appears to be 
politics, money or both 

An initial delay occurred when Puerto 
Penasco Mayor Rodrigo Velez Acosta asked 

Arizona Public Service (APS) to help build 
a community sports park. APS agreed and has 
also made road improvements and hired local 
workers for those jobs. 

Partido del Trabajo (Labor Party) occupied the 
site where the special docks were being built to 
unload the generators. Protesters also appeared 
in Guaymas, where the generators were being 
stored until they could be unloaded, and at the 
Mexican port of entry in Nogales. 

Jaime Moreno Berry, Sonora’s delegate to 
the Labor Party’s national committee, says that 
people’s lives are being played with as long as 
the Mexican government doesn’t provide the 
same assurances of safety offered by APS. 

However, in October, members of the 

Other motives have been put forward. 
Faustino Felix Escalante, point man for the 
Sonoran governor, suggested the Labor Party 
is looking for visibility and support. The Party 
needs more than 1.5 percent of the vote in next 
year’s national midterm elections or it will lose 
its official registration and public funding. And 
despite a request from Morena Berry for 
$500,000 each to five groups in exchange for 
passage of the generators, he denies money or 
politics are the reasons behind the protests. 

The generators arrived in Puerto Penasco 
early in November and are being transported, 
one at a time, on a route that takes them 
through the border town of Sonoita and 
on to the Palo Verde facility 4 
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NTRODUCTION 

a. 
4. 

3. 

4. 

a. 

4. 

Please state your name for the record. 

My name is Marylee Diaz Cortez. I am a Certified Public Accountant. I 

am the Chief of Accounting and Rates for the Residential Utility Consumer 

Office (RUCO) located at 1110 W. Washington, Suite 220, Phoenix, 

Arizona 85007. 

Please state your educational background and qualifications in the field of 

utility regulation. 

Appendix I, which is attached to this testimony, describes my educational 

background and includes a list of the rate case and regulatory matters in 

which I have participated. 

Please state the purpose of your testimony. 

The purpose of my testimony is to present recommendations resulting 

from my review and analysis of Arizona Public Service Company’s 

(Company or APS) application for approval of the issuance of long-term 

indebtedness and examine the transaction as it affects APS’s parent 

company, Pinnacle West Capital Corporation (PWCC) and its unregulated 

generation subsidiary, Pinnacle West Energy Corporation (PWEC). 

1 
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a. 

4. 

How is your testimony organized? 

First, I will provide some historical background information related to 

Arizona’s efforts at restructuring its electric industry. Next, I will discuss 

how those historical events have lead us to the financing issue that is the 

subject of this docket. I will identify other problems (beyond the PWEC 

plant financing issue) that have arisen because a competitive retail electric 

market has failed to develop in the Southwest. Finally, I will discuss the 

need for a cohesive comprehensive solution to the problems that have 

arisen because a functional competitive electric market has failed to 

develop and make recommendations how to achieve those solutions. 

BACKGROUND 

2. Please discuss the history of Arizona’s efforts to restructure the regulation 

of the electric industry and move to a competitive electric market. 

In May of I994 the ACC Staff opened Docket No. RE-00000C-94-0165, 

In the Maffer of the Competition in the Provision of Electric Services 

Throughout the State of Arizona, to study and consider electric 

restructuring for the State of Arizona. The Commission held workshops, 

public meetings, and hearings on the issue and adopted new rules A.A.C 

R14-2-1601 through R14-2-1616 (Competition Rules) on December 26, 

1996 in Decision No. 59943. Several of the parties in the competition 

docket challenged the Competition Rules in the state courts. The 

Commission scheduled additional procedures (workshops, hearings, 

4. 
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public meetings) regarding the Competition Rules. In September of 1999 

the Commission adopted revised Competition Rules. 

Q. 

A. 

Q. 

A. 

What did the revised Competition Rules provide? 

The revised Competition Rules contained the following pertinent 

provisions: 

All customers shall be eligible to obtain competitive electric services 

no later than January 1 , 2001 ; 

All competitive generation assets and competitive services shall be 

separated from the regulated utility prior to January 1 , 2001. Such 

separation shall be to an unaffiliated third party or to a separate 

corporate affiliate(s); 

After January 1 , 2001 , power purchased by a regulated distribution 

company for Standard Offer service shall be acquired from the 

competitive market through prudent, arm’s length transactions, and 

with at least 50% through a competitive bid process.’ 

e continue discussing the history of electric restructuring in Arizona. 

In October 2001, APS filed an application for a partial variance from the 

Competition Rules that required competitive procurement of power for 

Standard Offer customers, and for approval of a purchased power 

The 2001 dates referred to in items 2 and 3 were extended to January 1, 2003 for APS in 1 

Decision No. 61973. 

3 
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agreement with the APS affiliate to which it was planning to transfer its 

generation assets. APS explained that the waiver application was 

necessary because of the instability of western wholesale electricity 

markets and imprudency of competitive acquisition of power in such a 

market. 

In January and February 2002, the ACC Commissioners each issued 

letters seeking information pertaining to the restructuring of Arizona’s 

electric industry. A new docket (E-00000A-02-051) was opened to 

examine electric restructuring issues, and to examine current events and 

how such events impacted the Competition Rules as well as the 

restructuring settlement agreements. 

3. 

4. 

Did the Commission grant APS its variance request? 

Prior to considering the APS partial variance application and purchased 

power agreement, the Commission ordered that certain threshold issues 

(primarily wholesale market power and the transfer of generation assets) 

be considered in a “Track A proceeding. Additionally, the Commission 

instructed the consideration of competitive solicitation in a “Track B” 

proceeding. A hearing on the Track A issues was held in June 2002 and a 

decision issued in September 2002. Track B issues have been examined 

in workshops and hearings. A Commission decision is pending. 

4 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

lirect Testimony of Marylee Diaz Cortez 
locket No. E-01 345A-02-0707 

On September I O ,  2002 Decision No. 65154 was issued on the Track A 

proceeding. The order raised concerns that APS and TEP have market 

power in specific areas; that the wholesale electricity market applicable to 

Arizona is poorly structured and susceptible to possible malfunction and 

manipulation. The order concluded that the requirement that regulated 

electric utilities transfer their generation assets to others is not in the 

public interest at this time, and waives compliance with that rule. 

MPACT OF DYSFUNCTIONAL MARKETS 

2. 

4. 

2. 

4. 

How has APS been effected by the dysfunctional wholesale markets? 

The ACC moved to protect customers from the dysfunctional markets by 

waivingktaying certain elements of the Competition Rules. Specifically, in 

Decision No. 65154 the Commission waived the requirement for APS to 

divest its generation assets. 

Why does the reversal of the divestiture requirement necessitate APS’s 

financing request? 

The APS financing application states, and RUCO agrees, that APS’s 

generation subsidiary, Pinnacle West Energy Corporation (PWEC) is not 

creditworthy on a stand-alone basis. PWEC is incapable of securing 

financing on a stand-alone basis, given that Decision No. 65154 modified 

the Competition Rules so that APS could not divest generation to PWEC. 

The application requests ACC authority for APS to issue long-term debt, 

5 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Iirect Testimony of Marylee Diaz Cortez 
locket No. E-01 345A-02-0707 

which it would in turn loan to PWEC to support the long term financing of 

the PWEC owned generation assets. In the alternative the application 

requests authority for APS to guarantee the long-term indebtedness to 

support the PWEC generation assets. 

2. 

4. 

Are PWEC’s credit problems attributable solely to the fact that it will not 

acquire the APS owned generation? 

No. A number of factors are contributing to the problem. Many of these 

factors have arisen from the conditions that led the ACC to vacate the 

divestiture requirement. 

Market conditions are not good for the energy sector. Near term power 

prices have declined over the past year or so and the power market in 

Arizona is over-built. Under such conditions, a stand-alone start up 

merchant generator with 2000 megawatts of uncommitted resources is 

considered high risk and unable to achieve an investment grade rating. 

APS acknowledges that under the current environment (i.e., no APS 

divestiture, glut of Arizona new generation plants, price of power, change 

in the status of California restructuring, the Enron market manipulations, 

etc.) PWEC would never have been created, nor would PWEC have built 

the generation assets it now holds. 
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APS further indicated in testimony and responses to data requests that the 

sale of the PWEC generation assets to a third party at this juncture would 

be “punitive”. The economic value of the generation assets in today’s 

market is significantly less than PWEC’s cost to build these assets. The 

PWEC generation assets are therefore uneconomic under current 

circumstances. 

2. 

4. 

Q. 

A. 

Is the uneconomic nature of the PWEC assets solely attributable to the 

modifications that Decision No. 651 54 made to the Competition Rules? 

No. PWEC’s assets are uneconomic due to the same market factors 

discussed above that led the ACC to modify the Competition Rules in 

Decision No. 65154. While these factors are certainly important to 

understand] it is more important to recognize that because the assets are 

uneconomic a regulatory solution will be necessary for APS to effectively 

continue to serve the public needs. 

Why is the uneconomic state of the PWEC assets of concern to APS and 

APS ratepayers? 

APS would not be concerned if PWEC were a stand-alone merchant 

generator whose venture failed and went bankrupt due to business risk. 

However, the uneconomic state of the PWEC assets is a regulatory 

concern because PWEC was created as a result a series of regulatory 

rules and decisions to move APS and the electric industry to competition. 
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Unfortunately, because a functionally competitive electric market has not 

developed, it is now necessary to rebuild the regulatory framework of the 

electric industry. 

Allowing PWEC, and as a result PWCC, to default on its debt and enter 

bankruptcy is not in the public interest. APS, notwithstanding potential 

ravages to its affiliates, must remain sound to serve the public interest. It 

is therefore far more prudent to design a rescue plan to prevent financial 

collapse of PWEC rather than stand aside, watch its collapse, and attempt 

to clean up the wreckage afterward. 

Further, the PWEC generation assets are not necessarily uneconomic for 

all time. Under evolving circumstances (Le. load growth, a return to 

regulation, a reallocation of resources, etc.) the PWEC assets could 

become economic. Given this potential it would be unwise at this juncture 

to allow the collapse of PWEC and loss of the generation assets for 

pennies on a dollar. 

In summary, rebuilding the electric industry to a regulated framework will 

be far less costly if reconstruction begins prior to the ultimate collapse. 

8 
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1. 

4. 

To what factors does APS attribute the uneconomic state of the PWEC 

generation assets? 

In response to RUCO data request no. 3.5, which asked, “How much of 

the PWCC problem in refinancing the PWEC assts is attributable to the 

general credit markets for energy related companies and how much is 

attributable to the ACC’s dramatic reversal of course on divestiture?’’ 

APS responded as follows: 

The problem is clearly attributable to both, and although the 
ACC’s reversal of course was the precipitating event, it is not 
particularly relevant or helpful at the present time to attempt 
in some way to “allocate” responsibility for a single outcome 
to any one of its several contemporaneous causes, nor has 
APS attempted to do so. PWCC had planned to finance at 
PWEC, which after divestiture, would have been an 
investment grade company. Without investment grade credit 
ratings, PWEC is not able to access the capital markets. 
This then leaves the parent in the position of having to do 
the refinancing, which in turn could lead to credit rating 
downgrades. It is nevertheless also true that the general 
credit markets for energy related companies have been both 
volatile and shrinking for the past several months. There is a 
clear bifurcation of market participants in terms of credit 
spreads on existing and newly issued debt. Companies with 
fundamentally sound business models and little regulatory 
risk are still able to access the credit markets, albeit at a 
higher cost than earlier in the year. However, companies 
with any sort of material regulatory or business uncertainty 
(real or perceived) have been issuing debt at what would 
previously have been described as non-investment grade 
levels, if they are able to access the credit markets at all. 
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3ECOMMENDATION 

2 

4. 

Do you believe the APS proposed financing of the PWEC assets is the 

appropriate solution to the dysfunctional status of the western energy 

markets? 

No. The APS proposed financing is merely a stopgap measure, which will 

serve only to prevent PWEC from defaulting on its short-term debt 

obligations and going into bankruptcy. What really is needed is a 

cohesive comprehensive plan to rebuild the regulatory paradigm and 

return the electric industry in Arizona to functional viability. The effect of 

Decision No. 65154 was not simply to stay divestiture, but to stay a move 

to reliance on a competitive wholesale electric market. The following 

language from Decision No. 65154 makes it clear a stay of competition in 

its entirety is intended: 

In retrospect it was a good idea to delay divestiture and 
competitive procurement in the APS and TEP Settlement 
Agreements, given what has happened in the last two or so 
years, including the experience in California; the market 
volatility and illiquidity; and the lack of public confidence in 
the transition to electric deregulation and the ability of 
regulators to prevent price spikes, ensure reliable service, 
and prevent bankruptcies. Even today, there is not 
agreement amongst economists, much less regulators, as to 
why what happened in California, happened, and how to 
prevent a similar or related occurrence. 

It is clear that the Commission and all parties expected 
benefits from retail competition, yet there is no active retail 
competition, so actual benefits are still unknown. It is said 
that consumers will benefit from wholesale competition, but 
not without the proper market structure and regulatory 
framework that will support it. 

10 
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2. 

4. 

3. 

4. 

Does APS itself recognize that its proposed financing is merely a stopgap 

and that ultimately we need to build a regulatory framework that will return 

the electric industry to functionality? 

Yes. APS states at page 2 of its application that the financing application 

is just one step in the process of repairing the damage to the Company 

from the transitioning to and then the ultimate abandonment of a 

competitive electric industry. 

Why is it important to rebuild the electric industry framework and address 

the costs that were incurred in pursuit of a competitive industry sooner 

rather than later? 

A significant amount of costs have already been expended on the 

transitioning to a competitive electric industry. As I testified in the Track A 

restructuring procedure, pursuant to the APS settlement agreement and 

the Financial Accounting Standard Board (FASB 71) APS has been 

deferring its cost of transitioning to a competitive electric industry for future 

recovery. Every day that the process of transitioning to a competitive 

electric market goes on, the costs continue to amass. In other words, the 

cost meter continues to tick as we speak. Therefore, the sooner the 

necessity of a regulatory reconstruction is recognized and acknowledged, 

the sooner the transition cost accruals will turn off. The piecemeal “step” 

procedure to mitigating the damages caused by a failed competitive 

electric industry, as proposed in the APS financing application, will merely 

11 
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create additional problems, costs, and ultimately prolong and impede the 

necessary rebuilding of Arizona’s electric regulatory framework. 

Q. 

A. 

What issues will need to be examined and ultimately resolved as part of a 

regulatory reconstruction program? 

The APS emergency financing ordei! had the effect of APS assuming 

financial liability for assets that it does not own and over which this 

Commission does not have jurisdiction. This is an extraordinary measure 

that in the absence of extraordinary circumstances never would have been 

considered. Accordingly, those assets now need to be transferred to APS 

and Commission jurisdiction. RUCO recommends that the Commission’s 

approval of the Permanent Financing be conditioned on APS filing an 

application for the transfer of the PWEC generation assets to APS within 

45 days of the issuance of a decision in this docket. 

Once the PWEC generation assets are reunited with the APS debt a full 

examination of APS’s cost of service in the context of a rate case is 

necessary. An APS rate case is scheduled for the near term. Decision 

No. 61978 requires APS to file a general rate case by June 30, 2003. 

The scheduled rate case is timely since APS has not had a full rate 

investigation in over ten years, calling to question the reasonableness of 

Decision No. 65434, dated December 3, 2002. 2 
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today’s rates. The rate case must 1) look at the costs that have been 

incurred to pursue a competitive electric industry and 2) determine an 

appropriate allocation of those costs. The rate case can determine which 

portion of the PWEC generation is used and useful and eligible for rate 

base treatment and which is uneconomic and therefore not eligible for rate 

base treatment. The rate case will ultimately resolve the manner in which 

uneconomic costs might be allocated among ratepayers and 

share holders. 

Arizona Administrative Code sections R14-2-1601 through R14-2-1618 

should be revised consistent with the electric regulation reconstruction. 

Decision No. 65154 recognizes the need for a comprehensive review of 

the Competition Rules and has already instructed Staff to open a 

rulemaking docket to address any required changes to the rules. 

Q. 

A. 

So you are recommending approval of the Permanent Financing? 

Yes. However, this recommendation is dependent on the recognition that 

the financing is simply the first step to the ultimate reconstruction of 

electricity regulation. Without this understanding the proposed financing is 

not in the public interest, as it would assign APS a $500,000,000 liability 

for assets to which it does not hold title. Clearly, such an arrangement 

would not serve captive ratepayers interests in the long run. 

13 
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Q. 

A. 

Does that conclude your direct testimony? 

Yes. 
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B.S.A., Accounting 1989 

Certified Public Accountant - Michigan 
Certified Public Accountant - Arizona 
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utility companies. Prepare written testimony, schedules, financial 
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Analyzed financial statements, accounting detail, and identified and 
developed rate case issues based on this analysis. Prepared 
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technical assistance to legal counsel at hearings and depositions. 
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On September 1 1 ,  2002, Arizona Public Senice c‘o. (“APS”) filed an application pursuant to 
Arizona Re\.ised Statiites (”ARS”) $r;l 40-2S5, 40-30 1, (’1 sei(. and Arizona ,i\dministrative 
Code (“AAC”) R-14-2-804 for authority to borrow S500.000,000 of debt and lend it to 
Pinnacle West Capital Corp. (L‘PWCC’’) or Pinnacle West Energy Corp (“PWEC”). The 
application also requests authority to guarantee PWCC or PWEC obligations in the same 
amount, or a combination of loans and guarantees. On October 1 I ,  2002, APS filed 
testimony by Mr. Arthur H. Tildesley and Ms. Barbara &I. Gomez in support of the 
app 1 icat ion. 

The primary goal of the loan or guarantee is to refinance or facilitate the refinancing of 
Bridge Debt incurred by PWCC to constniction finance PWEC assets. That Bridge Debt 
must be largely refinanced in 2003. APS asserts that neither PWCC nor PWEC is in a 
position to issue public debt to refinance the maturing Bridge Debt without an APS 
guarantee, or otherwise by simply borrowing from APS who \voiild issue debt publicly. 

APS asserts that the application was filed to address the “serious and unique financial harm 
faced by APS, PWEC, and Pinnacle West as a result of the Commission’s ‘reversal of 
course’ on the issue of ,4PS generation and divestiture.” Staff does not view the 
Commission’s actions as the cause of PWEC’s near-term capital requirements and this 
application. PWEC faces problems endemic in the merchant energy sector. 

Staff finds that APS should be authorized to issue and sell $500,000,000 of debt and to loan 
the proceeds to PWEC pursuant to seven conditions. Staff does not recommend that APS be 
authorized to loan proceeds to PWCC. Nor does staff recommend a guarantee of either 
PWEC or PWCC debt. 
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INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is John S. Thornton, Jr .  I am the Chief of the Financial and Regulatory Analysis 

Section of the Utilities Division (“Staff’), Arizona Corporation Comniission (“ACC” or 

“Commission”). My business address is 1200 %‘est Washington Street. Phocni\. Ariroii;i 

85007. 

Please describe your educational background and professional experience. 

See my Witness Qualifications Statement. attached as Exhibit TST-1 to JST-2. 

What is the purpose of your testimony‘? 

The purpose of my testimony is to respond to AriLona Public Service Company’s (*‘APS”) 

application, filed on September 11 ,  2002, for approval to issue debt for the purpose of 

lending the proceeds to Pinnacle West Capital Corporation (“PWCC”) or Pinnacle West 

Energy Corporation (“PLVEC”); or to guarantee PWCCIPWEC’s debt, or both. I also 

address APS’ testimonies filed by Mr. Arthur H. Tildesley and Ms. Barbara kl. Gome7, 

filed on October 11. 2002. 

SUiMiClARY OF CONCLUSIONS AND RECOMMENDATIONS 

Q. Briefly summarize your conclusions and recommendations. 

A. 1 conclude that the Commission should only authorize APS to issue debt in order to loan 

the proceeds to PWEC. APS has significant needs for capital for regulated utility 

operations over the coming years and issuing debt to loan to PWEC or PWCC will 

diminish APS’ ability (bonding capacity) to obtain APS’ own required debt capital. 

Therefore, conditions are necessary to mitigate any harm. 
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ANALYSIS 

Direct Testimony of John S. Thornton. Jr .  

Q. Please generally describe the ..-ansactions for which APS seeks au hority. 

A. APS seeks authority to engage in one or a combination of the follow in3 actiL‘ities: 

( 1 )  Financing proposal: APS issues $500,000,000 of  secured or unsecured debt 

and loans the proceeds to PWEC or Ph’CC. 

(2 )  Guarantee proposal: ,IPS guarantees ~500,000,000 of PWEC or PU‘CC debt 

that those entities ~ . o u l d  issue independently. 

Financi:;I Markets’ Reaction and Regulatory Insulation 

Q. 

A. 

How would the financial markets generally view the effect on APS’ stand-alone 

credit quality of a $500,000,000 loan to PWEC/PWCC, or a guarantee of 

PWCC/PWEC debt in the same amount. 

The financial markets, notably the rating agencies, generally would favor a regulated 

public utility being increasingly insulated from the non-regulated activities of a parent or 

its affiliates, and this insulation translates into better credit ratings for the regulated public 

utility. APS’ proposal would increasingly mix APS’ regulated activities with PWCC’s 

nonregulated activities. Below is a quote from Standard & Poor’s: 

Talk of isolating a utility from the parent company’s unregulated activities could 
be signaling a trend that greater regulation of utilities is back in vogue, which is 
quite the opposite of one of the reasons ~ less regulation - m,hy electric 
restructuring was instituted. Standard Pr Poor’s Ratings Senices has long-held a 
view of a lack of regulatory insulation from nonregulated operations and 
diminishing regulatory support for utility credit quality, which has caused many 
ratings downgrades over the past few years. Therefore, any action that state 
regulators take that provides support (whether legal, regulatory, financial, or  
operational) to the utility and/or isolates the utility (most importantly 
financial obligations) from its parent company will be positive for 
credit.. . .Thus, credit ratings of regulated utility companies are affected by the 
parent company’s nonregulated businesses. Only when sufficient regulatory 
insulation exists will the corporate credit rating (risk of default) of an 
operating company be separated from that of the holding company. 
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(eniphasis added) 

APS’ request to borrow money to loan PWEC/PWCC runs counter to the goal of insulating 

APS from its holding company’s nonregulated activities. I attach the fill1 Standard & Poor’s 

report as Exhibit JST-3 to JST-4. The Commission should pursue thc goal of regulatory 

insulation in this docket. 

Comment on ACC Actions and the Application 

Q. 

A. 

Is the situation PWEC faces unique to it or actions taken by the ACC? 

No, this situation is not unique to PWEC and the ACC. A S&P report, included as exhibit 

JST-5 to JST-8, indicates that the United States has faced an unprecedented level ofpower 

plant construction that was financed with short-term construction or “mini-pemi” 

financings. S&P estimates that about $30,000,000,000 to $50,000,000,000 of construction 

or mini-perm financings will mature and have to be successfully refinanced in the 2003- 

2007 period. S&P reports that according to one source, about 80 gigawatts of electric 

capacity were completed or [were] in some form of construction over the past three years. 

PWEC chose to finance its construction with near-term debt, and it faces problems 

endemic in the merchant energy sector. 

Financing Proposal 

Q. 

A. 

What are the standards by which the Commission evaluates a financing application? 

The standards are found in Arizona Revised Statute 40-301 (C): 

The commission shall not make any order or supplemental order granting any 
application as provided by this article unless it finds that such issue is for lawful 
purposes which are within the corporate powers of the applicant, are compatible 
with the public interest, with sound financial practices, and with the proper 
performance by the applicant of service as a public service corporation and will not 
impair its ability to perform that service. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Please address Staf fs  analysis of the standards and the facts of this case. Is the 

financing proposal for lawful purposes? 

I am not a lawyer, but I do not understand the purposes to be iinlawfiil. However, from a 

regulator’s point of view, borrowing capital to lend to an affiliate is not obviously 

consistent with the provision of utility service. Belo~v, I discuss how the transaction could 

be considered consistent with provision of utility service because the transaction 

eventually supports APS’ credit rating by providing support to its affiliates. 

Is the financing proposal compatible with the public interest? 

I do not perceive the financing proposal as obviously compatible with the public interest 

without Commission conditions because APS would be incurring a large liability when i t  

needs to seek and obtain debt capital for its own utility-related capital expenditures. I 

discuss APS’ capital investment requirements below. However, PWCC has indicated that 

if PWCCRWEC do not secure a loan or guarantee from APS then PWCC’s credit ratings 

will fall. That decline would drag down APS’ ratings as well. The requested 

authorization would, therefore, be consistent with the public interest if i t  ultimately helped 

to prevent a decline in APS’ credit ratings. 

The public interest standard is also cited in Arizona Administrative Code R-14-2-806. the 

rule that governs waiving Arizona Administrative Code R- 14-2-804 under which the 

application was filed. 

Is the financing proposal compatible with sound financial principles? 

The proposed financing is not obviously consistent with sound financial principles 

because APS would be taking on $500,000,000 of debt without any corresponding utility 

assets. It will receive a note from PWEC or PWCC and payments that should cover the 

note’s interest and principal. However, it is not necessarily a sound financial practice for 
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APS to use its bonding capacity (the extent to uhich APS can issue secured debt) for the 

purpose of purely investing in an affiliate without any business purpose consistent Lvith 

APS’ primary mission. The financing can be more likely expected to impair APS’ ability 

to perform its service than to improve it.  The impairment comes about because APS has a 

limited bonding capacity or ceiling within which it can issue debt. Bonding capacity is 

explicitly dictated by debt covenants and implicitly by the capital markets. APS’ issuance 

of $500,000,000 in addition to its existing $2,200,754,000’ represents an approximate 22 

percent increase in debt cvithoct any corresponding increase in revenue-producing utility 

assets. 

Q. 

A. 

Q. 

A. 

Is the financing proposal compatible with the proper performance by the applicant 

of service as a public service corporation and will the financing not impair APS’ 

ability to perform that service? 

The financing is not obviously compatible with APS’ proper performance as a public 

service company without conditions because APS is not primarily in the banking business, 

which is essentially the activity it requests in this docket through the financing request. 

However, as I discussed above in addressing the public interest, the transaction could be 

considered consistent with provision of utility service because the transaction eventually 

supports APS’ credit rating by providing support to its affiliates. In this light, the 

transaction could be considered compatible with APS’ public service obligation. 

Does APS have capital expenditure requirements of its own for which it needs its 

bonding capacity:’ 

Yes. A P S  has significant expected capital expenditures on “delivery” (transmission, 

distribution, etc.) in order to serve native load. I do not recommend that the Commission 

encourage APS to impair the utility’s ability to properly finance its capital expenditures 

Source: APS’ form 10-Q filed onNovember 14, 2002, with the SEC for the period ending September 30, 2002. I 
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into the future by issuing debt on behalf of PWEC or PWCC without significant 

conditions. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Are PWCC and PWEC already implicitly subsidized by APS? 

Yes. PWCC and PWEC are already provided a certain amount of credit support from 

APS through the holding company structure. Practically speaking, the markets are aware 

that PWCC has access to APS’ cash flows and the markets rate PWCC accordingly. 

PWEC benefits as well by being owned by PWCC and can draw on APS through PWCC. 

Contractually locking in that implicit cross subsidization with an explicit loan agreement 

would be a step backward for public policy without mitigating conditions. 

What would be an outcome if PWCC or PWEC defaulted on their debts to APS? 

APS would have to continue to make the interest and principle payments on the 

$500,000,000 of debt it issued to the market and APS would have a $500,000,000 non- 

performing asset on its books. The application is vague on whether the loan from APS to 

PWCC or PWEC will be secured by PWEC’s assets or not. Moreover, PWEC is expected 

to pay a $500,000,000 dividend to PWCC and will not, therefore, have cash on hand to 

repay the debt. PWEC could default on its loan to APS and yet PWEC could retain the 

assets. The debt and the assets should normally be held by the same enterprise to be 

consistent with sound financial principles. 

Should APS theoretically lend money to PWEC at APS’ borrowing rate or at a rate 

consistent with PWEC’s competitive-market cost of debt? 

A P S  should earn a return on any investment commensurate with that investment’s risk. If 

PWEC’s debt rating is below investment grade then A P S  should theoretically lend money 

to PWEC at PWEC’s competitive-market below-investment-grade cost of debt. The 

spread between APS’ lower cost of borrowed funds and PWEC’s higher cost of borrowed 
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funds is simply compensation for risk to make APS whole on an expected basis. The 

PWEC market-based interest rate should be applied on the note even if APS lends to 

PWCC so that the appropriate risk is isolated and priced accordingly. Staff does not 

recommend a loan to PWCC, however. I proposal a condition to address my concern that 

specifies a specific interest rate spread above APS’ cost of debt. The 264 basis-point 

spread’ that I propose incorporates an implicit BB- rating for PWEC. The BB- (S&P) 

rating is at the low end of the BB series and is below investment grade, resulting in a 

significantly higher coupon on the APS loan to PWEC than on the APS debt to the public. 

Guarantee Proposal 

Q. 
A. 

Q. 

A. 

What are the standards by which the Commission can approve the guarantee? 

The guarantee operates much like an evidence of indebtedness, so its standards would be 

the same as found in Arizona Revised Statute !j 40-301(C) that I discussed above. In 

addition, the guarantee might encumber utility assets. 

What exact terms does APS propose for the guarantee and what do you recommend 

regarding its authorization? 

The guarantee is undefined and unpriced in the application. By unpriced I mean that the 

nature of compensation for the guarantee is unaddressed. This lack of definition makes 

the guarantee proposal untenable at this time. Staff prefers an explicit loan at a stated 

interest rate that appropriately prices the risk to which APS is exposed. 

COMMENT ON THE TESTIMONY OF ARTHUR H. TILDESLEY 

Q. What is the purpose of Mr. Tildesley’s testimony? 

I calculated the 264 basis-point spread from Bloomberg data on the difference in spreads above Treasury between 
BB-rated securities (PWEC’s implied rating at a 383-point spread) and BBB2-rated securities (APS’ rating at a 119- 
point spread). The data are likely for unsecured spreads which would increase for strictly BB- but decrease for a 
security interest. Therefore, Staff takes the resulting calculation to be a not unrepresentative proxy for a BB- secured 
spread. Staff could amend this calculation if it obtains more recent or better data closer to hearing. 
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A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

The purpose of Mr. Tildesley’s testimony is to a n w e r  four questions regarding the impact 

of the loan or guarantee on APS. He concludes that PWEC is unable to raise significant 

debt financing on a stand-alone or non-recourse basis and that APS has sufficient (indeed 

“excess”) credit capacity to provide a $500 million loan or guarantee to PWEC without 

impairing the fundamental utility credit quality. (See testimony of Arthur Tildesley, pages 

5 and 9.) 

Do you agree with kIr. Tildesley’s conclusions? 

No. I do not agree with Mr. Tildesley’s conclusions. I find that the potential reduction in 

APS’ financial ratios is significant and would negatively impact the Company. 

On page 5 of his testimony, Mr. Tildesley states, “Under current market conditions, 

PWEC would be unable to raise significant debt financing on a standalone or non- 

recourse basis.” Did you inquire into the basis of his statement? 

Yes, I did. I found that his statement was not supported by any documentation of PPVEC 

efforts to raise significant debt financing. Rather, Mr. Tildesley relied on Solomon Smith 

Barney’s existing and accumulated knowledge. (See Exhibit JST-9.) 

Has Solomon Smith Barney published any credit reports on APS, PWEC, or PWCC? 

No, Solomon Smith Barney has not published any credit reports for the companies over 

the past three years. This lack of established research and publication calls into question 

Solomon Smith Barney’s qualification to make a current credit finding before the 

Commisson. (See Exhibit JST-IO.) 

What evidence does Mr. Tildesley offer to support his claim that “Our analysis 

indicates that APS business fundamentals and credit statistics are strong, and 

we believe that APS has sufficient credit capacity to provide an intercompany 
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loan o r  guarantee to PWEC in the amount of $500 million without impairing 

fundamental utility credit quality.” (See Testimony of Arthur  Tildesley, page 

A. 

Q. 

He presents certain credit statistics for APS compared to S&P benchmarks, reproduced 

below: 

Figure 2. Credit Statistics for APS 

FFO Interest Coverage 4 . 0 ~  3 . 6 ~  3.5x 2 . 1 ~  - 3 . 1 ~  

FFO /Total Debt 17.2% 14.9% 14.2% 14% -20% 
Total Debt / Total Capitalizatior 56.6% 60.6% 60.6% 53% - 61% 

4.5x 3 . 2 ~  3 . 2 ~  1 . 8 ~  - 2 . 8 ~  EBIT I Interest 

Source: APS public filings and Standard & Poor’s. 
Based on APS balance sheet data as of 6/30/2002 and the FFO and Interest for the 12 months 
ended 613012002. 

I find that a decline in credit quality is demonstrated in Mr. Tildesley’s credit indicator 

calculations. The mere fact that the resulting credit statistics remain above the S&P 

benchmarks does not mean that credit quality has not been harmed; rather, it simply means 

that APS would likely not face an immediate rating downgrade. I view the potential 

decline in EBIT/Interest ratio from 4 . 5 ~  to 3 . 2 ~  to be particularly significant and 

meaningful . 

On page 11 of his direct testimony, Mr. Tildesley states, “Our analysis confirms 

that APS has excess debt capacity sufficient to allow it to borrow 

approximately $500 million without significant impact on the current credit 

quality of APS.” What analysis did he do to support his conclusion, and how 

much excess debt capacity does APS have? 
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A. 

Q. 

A. 

Mr. Tildesley’s analysis appears limited to the table of statistics above. He cannot 

quantify how much excess debt capacity APS currently has. (See exhibit JST-I 1 to JST- 

13.) 

Mr. Tildesley also concludes on page 11 of his testimony that the credit quality of 

PWCC will suffer if PWEC is not able to obtain new financing on a non-recourse 

basis. He also states that PWEC does not have access to third-party debt financing 

on a non-recourse basis in any meaningful amount. How do you respond? 

Fis  statements, as I hate  discussed, are speculative and unsupported by documentation. 

COMMENT ON THE TESTIMONY OF BARBARA M. GOMEZ 

Q. 
A. 

Q. 

A. 

What is the purpose of Ms. Gomez’ testimony? 

The purpose of Ms. Gomez’ testimony is to show that PWEC requirec, transfer of APS’ 

assets in order to sustain an investment-grade debt rating and that AE’S has significant 

unutilized financing capability to borrow from the markets and lend to PWCC or PWEC. 

(See testimony of Barbara Gomez, page 2 at 16 and page 4 at 1 .) 

Do you necessarily agree that the Commission’s decision to prevent the transfer of 

assets from APS to PWEC caused PWEUPWCC’s need to request the authority to 

borrow from APS? 

No, I do not. PWEC might have transferred the assets to APS and received payment from 

APS, subsequently using the payment to pay off the Bridge Debt. PWCC freely chose the 

terms and maturity of the Bridge Debt and agreed to them when that debt was first issued. 

PWEC’s choice of maturity has caused the sizeable refunding obligation to occur in 2003, 

rather than any particular ACC action. 
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0. 

A. 

Q. 
A. 

What evidence does hIs. Gomez present to demonstrate that the proposed financing 

will not impair APS’ ability to issue debt for its own purposes? 

Ms. Gomez presents a financial analysis in her exhibit BMG-3 that shows no effect on 

APS if it issued $500,000,000 of debt and lend it to PWEUPWCC. 

Do you agree with her analysis’? 

No, I do not. Her analysis shows that borrowing $500,000,000 from the niarket and 

lending it to PWEC/PWCC is a “wash” transaction having no effect on APS’ financial 

ratios. Under this analysis, APS could borrow and relend infinite amourds of debt as long 

as the lending rate was equal to the borrowing rate. I do not agree that the market would 

allow APS to enter into such transactions without an eventual decrease in its bond rating 

and, finally, an impairment of its access to capital. 

CONDITIONS OF APPROVAL 

Q. 

A. 

What conditions do you propose the Commission adopt in authorizing APS to 

borrow up to $500,000,000 and lend it to PWEC? 

I propose the following conditions: 

(1) APS should be authorized to issue and sell no more than $500,000,000 of debt in 

addition to its current authorizations. 

(2) The debt to be lent to PWEC should be no more than $500,000,000 of secured callable 

notes from PWEC. The security interest shall be on the same terms as the security 

interest APS already has pursuant to the $125,000,000 loan authorization from 

Decision No. 65434. 

(3) The PWEC secured note coupon shall be 264 basis points above the coupon on A p S  

debt issued and sold on equivalent terms (including but not limited to maturity and 

security) . 
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(4) The difference in interest income and interest expense should be capitalized as a 

deferred credit and used to offset rates in the future. The deferred credit balance shall 

Q. 
A. 

( 5  

bear an interest rate of 6 percent. 

The PWEC debt’s maturity shall not to exceed 4 years, unless otherwise ordered by 

the Comnii s s i on. 

(6) Any demonstrable increase in APS’ cost of capital as a result of the transaction (such 

as from a decline in bond rating) will be extracted from future rate cases. 

(7) APS shall maintain a minimum common equity ratio of 40 percent and shall not be 

allowed to pay dividends if such payment would reduce its common equity ratio 

below this threshold, unless otherwise waived by the Commission. The Commission 

will process the waiver within sixty days, and for this sixty-day period this condition 

shall be suspended. However, this condition shall not be permanently waived without 

an order of the Commission. 

What is Staffs recommendation regarding the guarantee? 

The guarantee was not well defined in the application and remains unclear as to APS’ 

actual liability and how such liability would be priced or enforced. Staff recommends that 

the guarantee option be denied. The loan option is clear, defined, and explicitly 

compensates APS for its risk exposure through a market-based mechanism (a rate of 

return on its investment in PWEC consistent with PWEC’s presumed bond rating and 

market rates). Staff might consider recommending a guarantee if it were more clearly 

defined and priced. However, Staff does not believe that the guarantee is APS’ preferred 

option, so such authorization might be moot. 

Regulatory Insulation 

Q. What are conditions six and seven intended to accomplish? 
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A. 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Do you recommend that conditions six and seven continue until further order of the 

Commission‘? 

Yes, I do. Conditions six and seven should continue indefinitely in order to rectify the 

regulatory insulation problem that aggravated the current circumstances. 

What is APS’ current capital structure? 

APS had approximately 50 percent debt, 50 percent equity as of September 30, 2002, 

according to its “10-Q” filing with the Securities and Exchange Commission. The 40 

percent minimum equity threshold allows for a significant margin from APS’ current 

position but is a meaningful threshold to provide some regulatory insulation. 

What would APS’ capital structure be if it were to issue and sell an additional 

$500,000,000 of debt? 

APS’ capital structure would be approximately 5 5  percent debt and 45 percent equity. 

Do you consider a 55 percent debt145 percent equity capital structure appropriate 

for a regulated electric utility? 

Yes, I view the resulting capital structure as appropriate. 

Have you had an opportunity to discuss the application with APS? 

Yes, I have had several occasions to discuss the application with A P S  to understand, 

analyze, clarify, and narrow the issues in this case. 
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CONCLUSIONS AND RECOICIh1ENDATION 

Q. 

A. 

Q. 

A. 

Q. 
A. 

What is the appropriate long-term outcome for the financing and refinancing PWEC 

assets if they are to remain independent of APS? 

PWCC should issue debt or equity and infuse PWEC with capital if i t  wants to capitalize 

this non-regulated unit as a going concern. The capitalization of PWEC should not, in the 

long run, directly involve A P S  if PWEC is to remain independent. 

Does this conclude your prepared direct testimony? 

Yes, it does. 
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1200 West Washington St. Phoenix, AZ 85007 

Master of Science Degree from the University of London, having completed 
the graduate program in economics at The London School of Economics and 
Political Science (1 986) 

Graduate Diploma in Economics from The London School of Economics 
(1985). 
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Chief, Accounting & Rates, Anzona Corporation Commission, 2001 to 
present. 
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Senior Analyst with the Public Utility Commission of Oregon, 1988-2001 

Testified or provided rate of return analyses in the followin,o dockets: 
C'E 102-PGE disaggregatiodgeneral rate case (chief rate of return witness). 
UE 94-PacifiCorp general rate case (chief rate of return witness). 
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UE 82/UM 445-Trojan Outa,oe Cost Adjustment Account earnings test 
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UE79-Portland General Electric Co. general rate case (chief rate of return 
witness). 
UG 104iUG 1 O5AJG 106-LDC deferred account earnings test benchmarks. 
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Corporate finance witness for the Industrial Customers of Northwest Utilities, 
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Is State Utility Regulation Coming Back Into Vogue? 
Credit Analyst: William Ferara. New York (1) 212-438-7667 

Recent inquiries by regulators suggest U.S. State utility commissions are starting to 
pay more attention to the relationship between a utility holding company's regulated 
and nonregulated businesses, likely because Of problems experienced by certain 
diversified energy companies. Coupled with vociferous opposition from western and 
southern states over FERC transmission initiatives, it appears that utility regulation 
may be moving to the forefront, which could be beneficial for credit quality at the 
operating company level. 

Talk of isolating a utility from the parent company's unregulated activities could be 
signaling a trend that greater regulation of utilities is back in vogue, which is quite the 
opposite of one of the reasons--less regulation--why electric restructuring was 
instituted. Standard & Poor's Ratings Services has long-held a view of a lack of 
regulatory insulation from nonregulated operations and diminishing regulatory support 
for utility credit quality, which has caused many ratings downgrades over the past few 
years. Therefore, any action that state regulators take that provides support (whether 
legal, regulatory, financial, or operational) to the utility and/or isolates the utility (most 
importantly financial obligations) from its parent company will be positive for credit. 

Although not all regulated utilities have been affected by the troubles at their affiliate 
companies, in view of the harsh consequences inflicted on utilities in certain cases, 
Standard & Poor's believes it is quite likely that state regulators will be placing e'ven 
greater emphasis on "protecting" the utilities they regulate. For instance, in the ongoing 
probe of Westar Energy Inc, members of the Kansas Corporation Commission are 
considering some form of break-up of the company's unregulated and utility operations 
to protect ratepayers. In Minnesota, during hearings to examine the possible spillover 
of NRG Energy Inc.'s financial problems onto utility ratepayers, state regulators said 
they are considering drafting measures at establishing a stronger financial barrier 
between parent company Xcel Energy Inc.'s regulated and unregulated businesses. 
Both cases represent a desire by state regulators to protect ratepayers by ensuring the 
utility is run prudently. 

Standard & Poor's view of what constitutes sufficient regulatory insulation has evolved 
given the ongoing business mix shift by utility holding companies toward nonregulated 
investments throughout the 1990s. Importantly, ratings are based on the qualitative 
and quantitative fundamentals of the consolidated entity, not just any one individual 
subsidiary. Thus, credit ratings of regulated utility companies are affected by the parent 
company's nonregulated businesses. Only when sufficient regulatory insulations exists 
will the corporate credit rating (risk of default) of an operating company be separated 
from that of the holding company. 

In Standard & Poor's view, insulation brought about by legislative statues is a great 
deal more certain than state utility commission rulemaking and will ultimately provide 
for greater ratings separation. Notably, most state regulators maintain their state or 
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commission has explicit laws or regulations in place that provide s ~ i # q & ~ # ~ @ ~ ~ &  
prevent the financial condition of the utility from being adversely affected by the 
activities of nonregulated affiliates. However, from a credit perspective, Standard & 
Poor's believes most of these laws and regulations to be reactive measures; they do 
not prevent the diversified businesses from weakening the regulated business. These 
rules typically enable state regulators to take action only after the damage has 
occurred. Examples of active regulation include measures that meaningfully and tin-iely 
restrict the flow of the utility's cash to its parent company, such as overhead allocation, 
loan and dividend restrictions, and stringent equity-maintenance requirements. 

State utility commissions are also drawing battle lines against the FERC's effort for 
some standard market design for the nation's transmission infrastructure. In a Standard 
& Poor's survey, most state regulators, as expected, feel that the states have the 
proper jurisdiction over retail transmission, and not the FERC, claiming state oversight 
provides the best way to oversee transmission issues, including transmission siting. 
The most important issues Confronting state regulation of utilities revolve around 
transmission--reliability and adequacy, siting, and general regulatory issues. The 
reliability and transmission adequacy problems experienced by California, 
Massachusetts, and Illinois, all of which were at the forefront of electric deregulation, 
have made not just regulators, but also politicians and ratepayers, highly sensitized on 
how to assure electric reliability in a restructured industry. 

Although Standard & Poor's views the future rating trend of the electric industry to be 
decidedly negative, with insufficient regulated authorized returns and expanding 
nonregulated investments providing the most downward pressure, the credit quality of 
electric utilities on a stand-alone basis could show signs of stabilization if they are 
increasingly sheltered by state regulators. Elevated scrutiny of the general well being 
of a utility company, specifically its exposure within an energy holding company, 
indicates a gradual return to stronger utility regulation and could calm the deterioration 
in credit quality experienced in the industry. This attitude from state regulators, yhich is 
quite different from their earlier thinking that a parent's nonregulated activities had little 
or no impact on the utility company, is absolutely more reasonable. Today, the average 
power industry credit rating is approximately 'BBB+' versus 'A'/'A-' five years ago, with 
slightly less than one-half of the industry now carrying a 'BBB' category rating. 

Setting The Standard. 
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Refinancing Risk in the U.S. Power Sector--The Preponderance of "Mini- 
Perm" Debt 
Credit Analyst: Arleen Spangler, New York (1) 212-438-2098 

e Liquidity has always been important in credit analysis, and has increasingly 
become a critical component in evaluating the credit quality of the U S. 
energy merchant sector. The rapid erosion of many energy merchants' credlt 
quality has been spurred by a lack of adequate liquidity in the face of 
deteriorating industry fundamentals (in particular, low wholesale energy 
prices, oversupply of capacity, low demand growth, and low equity 
valuations). 

These weakening fundamentals have resulted in the need for enhanced 
liquidity to manage through the downward price cycle. Eacause the energy 
merchant sector is a relatively new industry paradigm with little historical 
data, it has yet to be determined just how deep and how long a downward 
power price cycle may last. 

Exacerbating the increased business risk in this sector is the unprecedented 
level of power plant construction that was financed with short-term 
construction, or, "mini-perm,'' financings. The traditional use of long-term 
project financing for unregulated generation has evolved into short-term mini- 
perm bank loans of up to five years with expected bond takeouts. Theuse of 
this financing technique is driven by the sponsors' desire for the cheapest 
source of capital and the banks' desire for the shortest loan tenor. .. 
Given the increased business risk, how will the sector successfully refinance 
about $30 billion to $50 billion of construction or mini-perm financings 
maturing from 2003 to 2006? Standard & Poor's Ratings Services views the 
refinancing of mini-perm debt as one of the largest risks facing many of the 
energy merchants. If weak market conditions continue, the ability to refinance 
these loans may prove challenging. The mini-perm structure typically 
protects the banks by incorporating a 100% cash sweep and/or increased 
pricing to encourage refinancing. Although these structural features may 
protect lenders, they hamper the sponsor's credit quality by not allowing them 
access to much needed cash flow from these investments or forcing a 
refinancing at adverse times. 

Construction Boom Financed With Short-Term Debt 
According to RDI Consulting, about 80 gigawatts of electric capacity were 
completed or in were some form of construction or development in the past 
three years. This unprecedented level of power plant construction led to 
overbuilding in most regions of the U.S. The overcapacity will eventually be 
worked down through demand growth or retirement of older, less-efficient 



, generating units However, in the short term, neither of t h ~ i ~ ~ $ f j ~ h ( $ e l y  
occur to the extent necessary to encourage investors to lend eagerly to this 
sector With the backdrop of overcapacity, slow demand growth, and about 
65% of the generating capacity still in the hands of regulated utilities, the 
energy merchant sector may experience many years of low wholesale prices 
Some industry consultants do not expect a recovery in wholesale prices for 
several years-perhaps even as far as 2007 or 2008. 

Mini-perm financings are typically used as a tool for income-producing 
projects that need to establish an operating history prior to obtaining long- 
term permanent financing. The concept is sound in that the banks, which are 
better able to handle construction risk, finance the construction and early 
years of a project's operations. Once the project establishes a solid track 
record, it can typically secure permanent financing. Mini-perms typically have 
very little principal repayment during their term, but have a large balloon 
payment at the end of the term. 

In the energy merchant sector, many of the mini-perm loans were made at a 
time when projections for power prices were robust; this led most lenders to 
assume that refinancing would be easy. The assumption was that after a few 
years, the project would have an adequate operating history and the ability to 
secure permanent financing in the capital markets would be straightforward. 
Furthermore, if refinancing was not successful, the mini-perm structure 
allowed the banks a 100% cash sweep, higher pricing (higher interest rates), 
and a security interest in the asset. Assuming the plant was successfully 
built, the banks argued that refinancing risk was manageable. 

There are two problems with this logic. First, the banks assumed that 
valuations for power plants would remain stable at high enough levels to 
secure refinancing, and second, that the capital markets would remaita open 
for these types of investments. The valuations used to originally finance 
these projects may be significantly less with the weakened outlook for power 
prices. In addition, it has yet to be determined if the capital markets will 
swallow the long-term risk of merchant power plants. Although there are 
some fully merchant transactions that were financed in the bond market (e.g., 
AES Eastern Energy L.P. and Edison Mission Energy (Homer City)), industry 
fundamentals have changed significantly since those transactions were 
completed. 

Furthermore, as noted, the sheer magnitude of the amounts that require 
refinancing in the next few years, coupled with current questions about 
market receptivity, raises serious concerns. 

Although the mini-perm structure encourages refinancing with 100% cash 
sweep mechanisms and increased pricing after a certain date, the estimates 
for generating cash flow may be revised given a less rosy picture of long- 
term wholesale power prices. Faced with this bleak outlook, banks may have 
no choice but to extend maturities to prevent defaults. Standard & Poor's 
notes that once banks begin to exert control over these assets, sponsors 
may be faced with weakening financial profiles as many have relied on cash 
flow from these projects to service corporate debt. If poor market conditions 
persist or worsen, sponsors may not see a return on these investments for 
many years to come--or at least until an adequate level of debt is repaid. 



Exhibit JST-7 
Were the Original Valuation Assumptions Flawed? 
During the past 10 years, energy merchants have had unprecedented access 
to capital. In 2001 alone, there was about $40 billion worth of power 
financings. These financings were completed based on valuations of power 
plants that assumed they would contribute positive cash flow after servicing a 
heavy debt burden. The loans were made when power prices were high and 
the outlook for the economy was robust. Consultants hired to forecast 
expected power prices came up with a host of assumptions that appeared 
reasonable at the time, including rational behavior from market participants, 
retirements of old, inefficient generating units, and an efficient, fully 
deregulated power market. Independent power producers, utilities, and 
regulators throughout the U.S. do not want a repeat of the California power 
crisis, Thus, they have increased reserve margin requirements, dissuading 
firms from retiring older, less-efficient plants. They also have postponed or 
severely delayed any movement toward deregulation. The main assumption 
used to make many of these loans was a price curve that had increasing 
power prices, at levels in excess of inflation for the next 20 years. Under this 
scenario, the projects, even if not able to refinance due to a lack of capital- 
market access, would be able to repay these loans with cash-sweep 
mechanisms in six or seven years after the original maturity. 

The assumptions used to make many of the mini-perms have been 
challenged by the recent poor market fundamentals in the power sector. 
What was once viewed as almost unlimited access to capital has all but dried 
up for this sector. Many of the banks may not see their loans repaid in the six 
or seven years, as originally forecast with a cash sweep, but may have to 
wait many years more for some of these assets to work off the debt load. 
Furthermore, sponsors will suffer in that they will lose access to the cash flow 
from these assets. Sponsors may not be able to refinance these assets 
because of the need for additional equity capital. Equity capital is difficult to 
come by during times of market distress. This again emphasizes the need for 
adequate liquidity to be successful in this sector. Some sponsors may be 
able to draft a reasonably priced long-term contract witha creditworthy 
counterparty, but it may prove difficult to negotiate a reasonable return during 
a low price period. Reasonable take-out assumptions based on the current 
market conditions will drive successful refinancings. 

Who's At Risk? 
Most energy merchants that financed construction projects in the recent past 
will be subject to some refinancing risk (a point already factored into 
Standard & Poor's ratings of these firms). Whether under the guise of a 
construction loan or a mini-perm financing, the sector will be challenged in 
the next several years to find a home for its merchant risk. The bank lenders 
may be left holding the bag. Standard & Poor's is most concerned with 
companies that secured many of the "jumbo financings," which are in the 
billions of dollars for each company. These include GenHoldings I LLC, Teco- 
Panda, ANP Funding I LLC, NRG Construction Revolver, and Calpine 
Construction Finance Co. 

While financings in the sector have moved away from a piecemeal approach 
of financing individual assets to diversified portfolio financings--thus 
mitigating some risk by diversifying across an array of diverse assets--most 



energy merchants have not built a true national presenceb&ib*i J&$rFRsy 
be uncorrelated The sector is plagued with financial risks such as 
inadequate liquidity, severe undercapitalization, and a lack of access to 
capital, now viewed as a scarce resource, at a time when the ability to 
refinance may be key to the viability of many of the energy merchants. 

Published by Standard & Poor's, a Division of The McGraw-Hill Companies, Inc. Executive 
offices: 1221 Avenue of the Americas, New York, NY 10020. Editorial offices: 55 Water 
Street, New York, NY 10041. Subscriber services: (1) 212-438-7280. Copyright 2002 by The 
McGraw-Hill Companies, Inc. Reproduction in whole or in part prohibited except by 
permission. All rights reserved. Information has been obtained by Standard & Poor's from 
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1 .ARIZONA CORPORATION CO~lMISSION ST.AFF'S THIRD SET OF DATA REQUEST - 
October 17,2002 &xhibit JST-9 

TO .ARIZONA PCBLIC SERVICE COhlP.ANY 
I;u THE YIATTER OF THE APPLIC.ATION OF ARIZO5.A PUBLIC SERVICE COFIP..\NY FOR 

ORDER OR ORDERS AUTHORIZING IT TO ISSUE, INCUR, OR ASSUME EVIDENCES O F  
LONC-TER\l INDEBTEDNESS; TO ACQUIRE A FINANCIAL 1,'U'TEREST OR LNTERESTS IN 
;\N AFFILI.%TE OR AFFILIATES; TO LEND MONEY TO . A s  AFFILIATE OR AFFILIATES; 

A~VD TO GU.AUYTEE THE OBLIGATIONS OF &AIY AFFILLATE OR AFFILIATES 

Staff 3-? (JST) Page 5 :  Please provide any studies, correspondence, or other support for 
the claim that "...PWEC would be unable to raise significant debt 
financing on a standalone or non-recourse basis." 

RESPONSE: 
This statement from Mr. Tildesley's testimony is based on Salomon 
Smith Barney's existing and accumulated knowledge of capital market 
conditions for merchant generation companies. The testimony is based 
upon the dearth of financing transactions by non-regulated electric 
3 oenerating companies since the fourth quarter of 200 1 due to the lack of 
investor interest in such companies. 



1 t .ARIZONA CORPORATION COMJlISSION ST.AFF’S THIRD SET OF DAT.4 R E Q U E x % h i b i t  J S T - ~ O  
October l“, 2007, 

TO ARIZOS.4 PUBLIC SERtJCE COMP.ANY 
IN THE y1,ATTER OF THE APPLICATION OF AFUZ08.A PUBLIC SERVICE COhlPANY FOR 

ORDER OR ORDERS AUTHORIZING IT TO ISSUE, INCUR, OR ASSUME EVIDENCES OF 
LONG-TER>l INDEBTEDNESS; TO ACQUIRE A FLUANCL4L I N E R E S T  OR LUTERESTS 13 

AND TO GEARANTEE THE OBLIGATIONS OF AN AFFILIATE OR AFFILLATES 
.AN AFFILIATE OR AFFILIATES; TO LEND MONEY TO .LY ,IFFILI.ATE OR AFFILIATES; 

Staff 3-4 IJST) Provide all SSB/Citigoup documents concerning XPS or its affiliates’ 
debt ratings or equity analyses. 

RESPONSE: 
hlr. Tildesley’s testimony contains qualitative and quantitative analysis 
supporting the key conclusions of the testimony. 

During the past three years, Salomon Smith Barney has not published 
any credit or equity research reports on Arizona Public Service Company 
or any of its affiliates. 
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ARIZON,A CORPORATION COYl>lISSIOh STAFF'S THIRD SET O F  D.AT.4 R E Q U E S B f i i b i f  JST-11 

October l", 2002 
TO ARIZONA PUBLIC SERtTCE COMPANY 

IN THE MATTER OF THE APPLICATION OF ARIZOXA PUBLIC SERVICE CO.\.IPANY FOR 
4 3  ORDER OR ORDERS hljTHORIZINC IT TO ISSGE, ISCUR, OR .ASSUME EVIDENCES O F  
LONG-TERM INDEBTEDNESS; TO ACQUIRE .A FINANCIAL IJTEREST OR IBTERESTS IN 

,AND TO CLARANTEE THE 0BLIG.ATIONS OF A 3  AFFILIATE OR AFFILLATES 
.kV .AFFILIATE OR AFFILIATES; TO LEND >lONEY TO AN AFFILIATE OR AFFILIATES; 

Staff 3-6 IJST) Page 1 1 :  Provide the analysis referred to in the statement "Our analysis 
confirms that APS has excess debt capacity sufficient to d low it to 
borrow approximately 5500 million without significant impact on [he 
current credit quality of .IPS.'. Please indicate how much excess debt 
capacity APS currently has. 

RESPONSE: 
Salomon Smith Barney cannot precisely quanti@ how much excess debt 
capacity U S  currently has (i.e., m u i m u m  amount of incremental debt 
that would allow XPS to maintain its current credit rating). 

However, Salomon Smith Barney's analysis indicates, as presented in 
Figure 2 on p,  9 of Mr. Tildesley's testimony, .hat an incremental 
borrowing by APS of S j O O  million would not have a significant impact 
on its current credit quality. Salomon Smith Barney has not undertaken 
any analysis of a lesser or greater amount. 
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,ARIZONA CORPOR4TION COYlMISSION ST.4FF’S THIRD SET OF DATA REQUES&hibif JST-12 
October 17,2002 

TO .ARIZONA PUBLIC SERVICE COhlP.4NY 

.kY ORDER OR ORDERS AUTHORIZING IT TO ISSUE, IYCLR, OR .ASSUME EVIDENCES OF 
LONG-TERM LXDEBTEDNESS; TO ACQUIRE .4 FIN.LvCL4L LUTEREST OR INTERESTS LU 

.-tvD TO GU.IUVTEE THE OBLIGATIONS OF A Y  AFFILIATE OR AFFILLiTES 

IN THE MATTER OF THE .APPLICATION OF ARIZONA PUBLIC SERVTCE CO;ClP.LW FOR 

AFFILIATE OR AFFILIATES; TO LE,W MONEY TO .-LV AFFILIATE OR AFFILIATES; 

Staff‘3-5 iJST) Page 9: Provide the analysis and working papers that support the 
conclusion that ”... XPS has suficient credit capacity to provide an 
intercompany loan or guarantee to PWTC in the amount of $500 million 
without impairing fundamentai utility credit quality.” 

RESPONSE: 

Tne key elements of Salomon Smith Barney’s quantitative analysis are 
presented in Figure 2 on p. 9 of Mr. Tildesley’s testimony. Figure 2 
contains comparison of A P S  2001 credit ratios, actual and pro forma for 
the proposed $500 million debt issuance or guarantee to PWEC, to 
S&P’s guideline credit ratio ranges. 

Attached is DROOO174, a worksheet for the computation of the credit 
ratios for APS, based on the data in the .QS annual report for 200 1. 
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Attachment 
Worksheet for  Computation of Credit Ratios 

Impact on APS 

Ex hi bit J ST- 13 

SSOOmm G u a r a n t e e  S500mm Intercompany Debt 
LTM (a) Adjus tments  (b) Pro F o r m a  A d j u s t m e n t s  (c) Pro F o r m a  

EBLT. as reported 352s Sj?S SjX 

EBlT. adjusted for lease 554 554 554 
Interest expense, as reported.  exciuding capitalized interest SI I S  s27 SI45 53: SI45 

Add back: Implicit interest expense. Palo Verde lease Id)  ' 5  26 26 

.Add. Implicit interest expense. P310 Verde lease i d )  35 26 25 
Interest expense e x c l  caoitalized :nte:est. Adjusted <or :ease : 11 I:! I - !  

.Add: Implicit interest expense. Palo Verde lease i d )  35 16 36 

Total debt.  as reported 52.393 s500 S2.398 S500 51.999 

Gross interest expense. 3s reported, including capitalized interest S;;; S27 9160 51- 3:iO 

Gross interest expense incl. capltalized interest, adjusted for lease 100 ! 86 i  86 

s494 $7 5501 ($16'1 5477 Funds  tlow kom operations EFOL as reported 

164 164 164 .Add: Net  present value ofpa lo  Verde lease payments (e) 
52.362 3.362 5 ~ 3 6 2  

Common equity 2.190 2,190 2.190 
Total capitalization. as reported 4.589 5,089 5,089 

5,953 5,553 5 . 5 5 j  Total capitaluatlon. adjusted <or iease 

Credit Ratios: 
FFO Interest Coverage (0 4 ox 3 . 6 ~  3 ix 

I: 2% I 4  996 I1 296 FFO / Debt (3) 
56.6 60.6 60.6 Debt / Book Capitalization (h) 

3 5, 3 ox 3 3x EBIT / Interest (i) 

Yotcs: 
Assumes tax rate of 39.0% and interest rate of S . X %  (calculated based on  10 Year Treasury, as o f  IO/ 7 /  02 plus assumed 1.70 spread) for ~ p s  
debt a n d  guarantee, and 7.75% interest rate for intercompany debt 

Total debt, adjusted for lease 

(a) L M .  as o f k n e  30,2002, from public Company filings 
(b) Assumes that money IS borrowed by APS at 5 32% interest rate, and lent on  to PWEC at 7 7 5 %  ulterest rate 
(c) Assumes that money IS  borrowed by PWEC at 5.32% interest rate, and that APS interest expense. ff0. EBIT and debt is adjusted 
(d) Implicit interest expense ofP310 Vzrde lease. usini: j.-O06inierest rate. and calculated based on net  present value of  future Palo Verde lease payments 
(e) NPV ofP3lo Verde operlt lng lease payments. u s ing  5 70% interest ra te 
(0 = (FFO t Adju,ted interest c.;ilense cxcl cxpltalized interesr) 
( 9 )  = ff0 / Adjusted total debt 
( h )  = Adjusted total debt 
(if = Adjusted EBIT: Adjusted gross interest expense inci. capitalized interest 

I 

(.Ad;ustsd :ross interest  expense incl. iapitaiized intertst)  

Adjusted total capitalizstion 

.L 
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Opinion 

Pinnacle West Capital Corporation's (PWCC) short-term rating for commercial paper of Prime-2 reflects 
predictable subsidiary cash flows, the growing service territory of Arizona Public Service Company (APS: Senior 
Unsecured Baal), and a moderate dividend payout ratio. The rating also considers PWCC's business strategy, 
which largely centers around providing traditional electric service to the western US, with a particular emphasis on 
the Arizona market. Consolidated funds from operations interest coverage for PWCC is expected to be over 3 . 5 ~  
over the next several years, while PNWs consolidated leverage, although increasing modestly, is expected to 
average around 55% in this time frame. 

Borrowings under the commercial paper program are used for working capital needs at PWCC, and to fund 
capital requirements for Pinnacle West Energy Corporation (PWEC), a generation company subsidiary. PWCC's 
cash flow relies upon dividends paid by its operating subsidiaries, including APS. 

PWCC faces refinancing risk during 2003. In light of the Arizona Corporation Commission's (ACC) decision to 
change the rules around electric restructuring, generating assets that were intended to be transferred from APS to 
PWEC will not be transferred. Therefore, a PWEC financing that was intended to repay holding company debt will 
be difficult to complete. PWCC has addressed this issue by filing with the ACC a request for approval to have 
APS borrow up to $500 million at the utility and lend the proceeds to PWEC. 

On December 13, 2002, the ACC staff recommended approval of the APS financing application including the 
ability of APS to lend PWEC up to $500 million under predefined terms. These terms include, among other things, 
that the loan be secured by PWEC assets, that PWEC pay APS a premium interest rate on the amount advanced, 
and that APS maintain a common equity ratio of at least 40%. Also, on December 13, 2002, the ACC staff and 
APS agreed in a separate document that it would be appropriate for the ACC to consider in APS' upcoming 
general rate case whether certain power plants currently owned by PWEC should be included in APS' rate base. 

Additionally, on December 23, 2002, PWCC raised approximately $200 million in net proceeds from the sale of 
common stock. The proceeds were used for debt reduction at PWCC. 

Liquidity support for the Prime-2 commercial paper program is provided by revolving credit facilities available to 
PWCC, that expire in July 2003 and November 2004. The credit facilities have a MAC clause for new money 
borrowings, and have debt to capitalization and cash interest coverage financial covenants that appear to provide 
significant room. No rating triggers exist in any PWCC credit facilities. 

http://www.moodys.com/moodys/cust/research/venus/LRA/Liquidity%2ORisk%2OAssessm ... 1/2/2003 
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EXHIBIT 

September 29,1999 
Pinnacle West to Build Large Power Project in Western Maricopa 
county 

PHOENIX Pinnacle West Capital Corporation (NYSE:PNW) plans to develop a natural gas-fired electric 
generating station of up to 2,120 megawatts approximately 50 miles west of Phoenix near the Palo Verde 
Nuclear Generating Station switchyard. Generation President Bill Stewart announced today. 

The plant will compete in deregulated energy markets of Arizona, California and other western states and will 
be operated by Pinnacle West Energy, the new Pinnacle West generating entity that was formed earlier this 
week. 

"We intend to be a vigorous player in these competitive generation markets," Stewart said. "We have a strong 
record of low-cost, efficient plant operation. We can best serve the public and our shareholders by pursuing 
these developing markets, particularly in Arizona and the Southwest." 

The state-of-the-art. four-unit combined cycle plant will be built in phases, coming on line in 530-megawatt 
increments beginning in 2003, with the final unit anticipated to be operational in 2007. Land has been 
acquired and environmental permit applications are being prepared and submitted for the project. 
Construction contracts will be on a fixed-price basis and total approximately $1 billion. Work on the first unit is 
expected to begin in late 2000. 

As part of the project, Pinnacle West has begun seeking the input of residents from nearby neighborhoods 
and communities who will be asked to provide advice during planning, construction and operation of the  new 
facility. 

The plant's localion was selected because the Palo Verde switchyard is a major transmission hub and 
provides access to energy markets in Arizona, California and across the Southwest, a region that has seen 
significant growth. Since 1994, electricity usage in Arizona has increased more than 4.5 percent a year. 

In a separate project announced in April, Pinnacle West and Calpine Gorp. of San Jose, Calif., will build a 
530-megawatt natural gas-fired combined cycle unit at the existing West Phoenix Power Station. Pinnacle 
West also will build a 130-megawatt combined cycle unit at West Phoenix. Environmental permit applications 
are being prepared and submitted, and construction of the smaller unit is to begin early next year. 

Natural gas-fired, combined cycle technology is widely regarded as clean burning because it first uses hot 
combustion gases lo power one turbine and then uses the same gases a second time to produce steam that 
can power a second turbine, essentially using the same heat energy twice. Combined cycle technology 
produces the lowest emissions of any fossil fuel. 

Long term, the Pinnacle West projects will provide electricity to sustain a strong economy, Stewart said. In 
addition, they will make available low-cost power for consumers during periods of high demand, such as 
during hot summer months, as well as stabilize the southwestern power grid to prevent imbalances that can 
cause power interruptions. 

Pinnacle West, through its subsidiary APS, manages approximately 8,000 megawatts of generating capacity. I 
This press release contains forward-looking statements thal involve risks and uncertainties, which include, but 
are not limited to, the ongoing restructuring of the electric industry; the outcome of the regulatory proceedings 
relating to the restructuring; regional economic and market conditions, which could affect customer growth 
and the cost of power supplies; the cost of debt and equity capital; wealher variations affecting customer 
usage; and the strength of the real estate market. These factors and fhe other matters discussed above may 
cause future results to differ materially from historical results, or from results or outcomes currently expected 
or sought by the Company. 
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December 4,2000 
A Pinnacle West Energy Announces Generation Expansion 
Milestones 

PHOENIX - Pinnacle West Energy, the generation subsidiary of Pinnacle West Capital Corporation (NYSE: 
PNW), today announced the beginning of construction of the Redhawk Power Plant, the largest of the projects 
among the company's current generation expansion activities. The Dec. 19 groundbreaking marks just one of 
three important milestones for the company's expansion program. 

The 2,120-megawatt Redhawk Power Plant, located near the Palo Verde Nuclear Generating Station 55 miles 
west of Phoenix, will be the first project to actually break ground in the Palo Verde area. 

"This is a major accomplishment for us, as well as for customers throughout Arizona and the West," said Bill 
Stewart, President of Pinnacle West Energy. "This project, along with others we have announced. will allow us 
to help meet increasing demands for power in Arizona and markets across the Southwest and at the same 
time promote a competitive market that will ultimately benefit customers. We inlend to offer competitively 
priced electricity in these markets by producing reliable, low-cost power that is accessible to key transmission 
hubs." 

The first two units of the four-unit combined cycle Redhawk project are scheduled to begin commercial 
operalion in the summer of 2002. 

Pinnacle West Energy's other new generation projects - the second milestone - are on track as well. In July, 
the company began building the first of two new units at the West Phoenix Power Plant. The first unit, a 120- 
megawatt combined cycle unit, is expected to be complete by the summer of 2001, with the larger, 530- 
megawatt combined cycle unit scheduled for completion by the summer of 2003. 

The third mileslone involves today's announcement that the company is purchasing the 72-megawatt Harry 
Allen power slation in southern Nevada, adding a strategic link to its efforts to expand generating capacity in 
the West. As demand grows in the region, the company expects to add a 500-megawatt natural gas-fired, 
combined cycle unit to the site. 

"This is a very important step in our overall growth strategy to remain one of the lop power producers in the 
West," Stewart said. "There are tremendous opportunities to expand the capacity at this site, and it's ideally 
situated to help meet the increasing demand throughout the Southwest. In southern Nevada alone, 
particularly Las Vegas, electricity needs are growing four times faster than the national average." 

Pinnacle West Energy is purchasing the station, located about 30 miles northeast of Las Vegas, from Nevada 
Power Company through a public, sealed-bid auction process. The net purchase price, after adjustments for 
purchased power commitments, IS $65.2 million. The power generated at Harry Allen will be sold under 
contract to Nevada Power, a subsidiary of Sierra Pacific Resources (NYSE: SPR). until March 2003. The 
purchase is expected to be complete in mid-2001. 

The Nevada project demonstrates the company's intention to expand its generating capabilities outside of 
Arizona and New Mexico. Along with Pinnacle West Energy's other new power plants in development, this 
brings the company's expansion plans to about 4,000 megawatts - or enough to meet the electricity needs of 
about T.000,OOO homes in the Southwest. 

Pinnacle West Capital Corporation is a Phoenix-based company with consolidated assets of approximately $7 
billion. Through its subsidiaries, the company generates, sells and delivers electricity and sells energy-related 
products and services to retail and wholesale customers in the western United States. II also develops 
residential, commercial and industrial real estate projects. 

Headquartered in Nevada, Sierra Pacific Resources is a holding company whose principal subsidiaries are 
Nevada Power Company, the electric utility for southern Nevada: Sierra Pacific Power Company, the electric 
utility for most of northern Nevada and the Lake Tahoe area of California; and a natural gas and water 
distributor in the Reno-Sparks area. Other subsidiaries include the Tuscarora Gas Pipeline Company, which 
owns 50 percent interest in an interstate natural gas transmission partnership: and Sierra Pacific 
Communications, a telecommunications company. 

http : //w ww .piMac lew est .com/pnw S cnp ts/common/PrinterFriendly.asp?page=/mainlpnw/newsroom/releas . . . 1 /7/2003 



6 -  1--03; 9 : 4 4  ; ;6028002099 # 4 /  4 

pews  Release - 200 1-01 - 10 - Pinnacle West Capital Corporation (PNW) Page 1 of 2 I 
Newsroom 
News Releases 

.... 
January 10,2001 
Pinnacle West Energy Awaiting Approval on Acquisition of Nuclear 
Assets, Focusing on New Generation Projects 

PHOENIX - Pinnacle West Energy announced today that it will not match a higher bid to complete the 
purchase of Southern California Edison's portlon of the Four Corners Power Station. In a related transaction 
for the purchase of SCE's share of the Palo Verde Nuclear Generating Station, Pinnacle West Energy stated 
that approval of its $250-million contract is still pending before the California Public Utilities Commission. 

Pinnacle West Energy's plan to substantially increase its generation portfolio remains on track. Construction 
has begun on Redhawk 1 and 2, a matching pair of 530-megawatt combined cycle plants near the Palo Verde 
switchyard. In addition. West Phoenix 4, a new 120-megawatt combined cycle unit is scheduled to begin 
providing power to customers by June, and construction on West Phoenix 5, a 530-megawatt combined cycle 
unit, is scheduled to begin this year with operation planned for the summer of 2003. 

"Our strategy, which focuses on generation growth opportunities in the western United States, is based on 
long-term market fundarnentais and is financially disciplined," said Bill Stewart, president of Pinnacle West 
Energy. 

Stewart also pointed out Pinnacle West Energy's recent purchase of the Harry Allen site in southern Nevada, 
a gas-fired facility that currently can produce 72 megawatts with the capability to be increased by another 500 
megawatts over the next five years. 

Last April, the company announced it had entered into two agreements to acquire approximately 1,300 
megawatts of electrical generation at Palo Verde and Four Corners from SCE for a total price of $550 million. 
SCE owns 48 percent of Four Corners Units 4 and 5 - 740 megawatts each - and 16 percent of Palo Verde, a 
three-unit, 3,900-megawatt site. APS, a Pinnacle West Energy affiliate, is part owner and operator of both 
plants. 

Pinnacle West Energy is the wholesale generating subsidiary of Pinnacle West Capital Corporation (NYSE: 
PNW), a Phoenix-based company with consolidated assets of approximately $7 billion. Through its 
subsidiaries, the company generates, sells and delivers electricity and sells energy-related products and 
services to retail and wholesale customers in the western United States. It also develops residential, 
commercial and industrial real estate projects. 

Media: 
Jim McDonald; 602-250-3738, 602-321 -3738 (cell) 
Sheri Foote: 602-250-2363, 602-684-1332 (cell) 

Analyst: 
Rebecca Hickman, (602) 250-5668 

This press release contains forward-looking statements that involve risks and uncertainties, which include, but 
are not limited to, the ongoing restructuring of fhe electric industry; the outcome of the regulatory proceedings 
relating to the restructuring; regional economic and market conditions, which could affect customer growth 
and the cost of power supplies; fhe cost of debt and equity capital; weather variations affecting customer 
usage; and the strength of the real estate market. These factors and the other matters discussed above may 
cause future results to differ materially from historical results, or from results or outcomes currently expected 
or sought by the Company. 
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